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VoLuME IX 


HE use of the “stepped-up basis” or cost basis 
for the purpose of computing depreciation on 
property transferred in a tax-free corporate re- 
organization in which an interest or control of 79 
per cent or less remained in the same persons, is a 


subject upon which little is to be 
found in reported cases. 

In ruling G. C. M. 7285, Page 
6064, Volume III C. C. H. 1930 Fed- 
eral Tax Service, the Department 
recognizes that the statutory provi- 
sions of the Revenue Act must be 
interpreted and applied literally, 
even though the result is that prop- 
erty acquired under certain condi- 
tions, in reorganizations tax-free, is 
nevertheless allowed to take the 
stepped-up basis, thus acknowledg- 
ing that tax-free exchanges do not 
in all cases require the old basis to 
be taken for the property so ac- 
quired therein. 

Let us consider the following 
hypothetical case. 

Corporations A and B transfer all 
of their assets to X, a newly formed 
corporation, in consideration of 
which A company receives 79 per 
cent (or less) of the stock in X 
company and B company receives 
the balance. The stock so received 
is distributed ratably among the 
stockholders of the A and B 
companies. 


Property which cost A company $50,000 and had 
appreciated 50 per cent in value was transferred to 
X company, at which time it was worth $75,000. 

For depreciation purposes X wishes to use the 
stepped-up basis or value at the time of the transfer 
of the property and at the same time come within 

* Attorney-at-Law of the tax department of Pace, Gore & McLaren, 
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ERNESTINE BREISCH 


the provisions of the Revenue Act providing for a 
tax-free exchange on reorganization. 

In the above case, the facts constitute a tax-free 
reorganization within the provision of Section 112 
(b)-4 and 112 (i) of the 1928 Revenue Act. 


The question now remains as to 
whether the basis for depreciation 
shall be the same as it was in the 
hands of the transferor or whether 
the basis shall be the cost of the 
assets to the corporation receiving 
them, which cost is the equivalent 
of the value at the date of the issu- 
ance of the stock issued for them, 
which value is in turn equivalent 
to the value of the assets at the 
time of the transfer. 

Section 114 of the Revenue Act 
of 1928 expressly provides that the 
basis for depreciation and depletion 
shall be the same as provided in 
Section 113 for the purpose of de- 
termining the gain or loss upon the 
sale or other disposition of such 
property. 

Section 113 of the 1928 Act like- 
wise expressly and clearly provides, 
that as to property acquired after 
February 28, 1913, the basis for it 
“shall be the cost.” 

As above stated the cost to a cor- 
poration of the assets acquired 
solely for its stock is the then fair 


market value of the stock it gives for such assets. 





Where there are no other factors involved, the value 
of all of the stock of a new corporation at the time 
it issues same solely for assets at the time acquired, 
would be the cost to the transferor plus the unreal- 
ized appreciation. 

There are, however, twelve exceptions to the rule 
set forth in Section 113 providing for special in- 
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stances in which the basis shall be the same as it 
was in the hands of the transferor. Of these twelve 
exceptions, subdivisions (7) and (8) are the only 
ones necessary to consider. If they do not apply 
then none of the exceptions apply and the case 
comes within the general rule allowing the stepped- 
up basis. 


Section 113 (a) 7 of the 1928 Act reads as follows: 


Transfers to Corporation Where Control of Property 
Remains in Same Persons.—If the property was acquired 
after December 31, 1917, by a corporation in connection 
with a reorganization, and immediately after the transfer 
an interest or control in such property of 80 per centum or 
more remained in the same persons or any of them, then 
the basis shall be the same as it would be in the hands of 
the transferor, increased in the amount of gain or decreased 
in the amount of loss recognized to the transferor upon 
such transfer under the law applicable to the year in 
which the transfer was made. This paragraph shall not 
apply if the property acquired consists of stock or securi- 
ties in a corporation, a party to the reorganization, unless 
acquired by the issuance of stock or securities of the trans- 
feree as the consideration in whole or in part for the 
transfer. 


It may tend towards a broader comprehension of 
this section and the construction to be placed there- 
on if similar and preceding Acts of Congress be 
reviewed. A short history of legislation in this par- 
ticular case will be contained in the following ex- 
tracts from different revenue acts: 


Section 208, Act of 1917: “That in case of the reorgani- 
zation, consolidation or change of ownership of a trade or 
business after March third, nineteen hundred and seven- 
teen, if an interest or control in such trade or business of 
fifty per centum or more remains in control of the same 
persons, corporations, associations, partnerships, or any of 
them, then in ascertaining the invested capital of the trade or 
business no asset transferred or received from the prior 
trade or business shall be allowed a greater value than 
would have been allowed under this title in computing the 
invested capital of such trade or business if such asset had 
not been so transferred or received, unless such asset was 
paid for specifically as such, in cash or tangible property, 
and then not to exceed the actual cash value of the tan- 
gible property paid therefor at the time of such payment.” 

Section 331, Act of 1918: “In the case of the reorgani- 
zation, consolidation, or change of ownership of a trade 
or business or change of ownership of property, after 
March 3, 1917, if an interest or control in such trade or 
business or property of 50 per centum or more remains 
in the same persons, or any of them, then no asset trans- 
ferred or received from the previous owner shall, for the 
purpose of determining invested capital, be allowed a greater 
value than would have been allowed under this title in com- 
puting the invested capital of such previous owner if such 
asset had not been so transferred or received. * * *” 

Section 331, Act of 1921: ‘That in the case of reorgani- 
zation, consolidation, or change of ownership of a trade or 
business, or change of ownership of property, after March 
3, 1917, if an interest or control in such trade or business of 
50 per centum or more remains in the same persons, or 
any of them, then no assets transferred or received from 
the previous owner shall, for the purpose of determining 
invested capital, be allowed a greater value than would have 
been allowed under this title computing the invested capital 
of such previous owner if such asset had not been so trans- 
ferred or received * * *.” 


The foregoing sections were enacted for the pur- 
pose of determining excess profits taxes and covered 
valuation for invested capital. 

The following were enacted for computing in- 
come taxes and therefore pertain to net income: 


Section 204 (a) 7, 1924 Act: “If the property (other 
than stock or securities in a corporation, a party to the 
reorganization) was acquired after December 31, 1917, by 
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a corporation in connection with a reorganization, and im- 
mediately after the transfer an interest or control in such 
property of 80 per centum or more remained in the same 
persons or any of them, then the basis shall be the same 
as it would be in the hands of the transferor, increased in 
the amount of gain or decreased in the amount of loss 
recognized to the transferor “upon such transfer under the 
law applicable to the year in which the transfer was made.” 

The foregoing section was repeated verbatim as 
Section 204 of the 1926 Act and appears in Section 
113 (a) 7 of the 1928 Act as above set forth. 


Section 208 of the 1917 Act was the first at- 
tempt on the part of Congress to write into the law 
a limitation as to the valuation which could be 
placed on assets for the purpose of taxation of in- 
come. This section was intended primarily for the 
use of the Department in the determination of in- 
vested capital which amounted to an important fac- 
tor in the computation of the war and excess profits 
taxes affecting the years 1917 to 1921. The Board, 
in an early decision, held that this provision had no 
application to valuation as a basis for computing de- 
preciation. (Files v. Commissioner, 4 B. T. A. 335.) 

This doctrine was upheld by the Board in many 
subsequent decisions. In other words, it may be 
said that the limitation as to values imposed by the 
Federal revenue act covered only the computation 
of invested capital and was used to determine excess 
war profits taxes. The purpose of the law was to 
limit certain businesses, reorganizing after March 3, 
1917, from stepping-up the basis or taking unusually 
high invested values due to the use of reproductive 
cost values determined or fixed at the time of a re- 
organization which it was feared by Congress would 
be attempted merely for the purpose of evading war 
profits tax. The test to determine the right to step- 
up the value for invested capital was on the retention 
by the previous owner or owners of an interest of 
50% in the property in question. The 1924 Act con- 
tained no similar provision, limiting the valuation 
of assets for invested capital, because the war profits 
taxes were dropped after the 1921 Act. 


In the 1926 Revenue Act, however, Congress en- 
acted a similar provision for an entirely different 
purpose. Section 204 of this Act placed a limitation 
upon the value of assets as a basis for depreciation 
allowance, in case of the sale or transfer of assets 
in a reorganization. It was contemplated that cer- 
tain reorganizations might be made for the sole pur- 
pose of capitalizing unrealized appreciation in asset 
values in cases where interest in the property of 80 
per cent or more was retained by the same persons. 
A comparison of the wording of this section with 
that of Section 331 of the earlier acts shows very 
little difference. The provision of the 1926 Act was 
reenacted practically verbatim in the 1928 Act and 
must be defined by the same principles. The fact 
that Congress used these precise terms makes the 
conclusion irresistible that the use of the same 
phrases in this section as were used in the previous 
sections indicated a recognition that they had been 
defined according to their intent and that their ap- 
plication should be the same. 

The particular clauses in which we are interested 
and which are also contained in Section 113 (a) 7 
of the 1928 Act are, “immediately after the transfer 
an interest or control in such property of 50 to 80 
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per cent or more remained in the same persons or 
any of them.” These precise terms were defined a 
number of times under Section 331 of the 1918 and 
1921 Acts, which definition is presently applicable. 


The leading case in this line of decisions is R. H. 
Perry and Company, 12 B. T. A. 328, in which, upon 
facts almost identical with those in the case being 
considered, the Board recognized that no “interest” 
or “control” remained in the same persons or any 
of them and, in an excellently reasoned opinion, de- 
fined these terms and their application, and held that 
the restriction as to invested capital under Section 
331 of the Act of 1918 did not apply to the purchas- 
ing corporation in respect to the assets acquired. 


The Board in its opinion said: 


It is clear to us that Congress by this provision (Section 
331) intended to restrict those reorganizations or consolida- 
tions effected, or transfers of property made, with the in- 
tent of capitalizing unrealized appreciation in asset values, 
and provided, in effect, the test for such intent to be the 
retaining of an interest or control of 50 per cent or more 
in the property conveyed. In those cases where the for- 
mer Owner or owners of the particular property were will- 
ing to surrender the interest or control of 50 per cent 
or more which he or they theretofore held in the prop- 
erty, the limitation on invested capital would not apply. 

The construction which respondent places on the sec- 
tion quoted would lead to results which, in our opinion, 
were never contemplated. For instance, a corporation which 
purchased assets of a determinable value from another for 
49 per cent of its capital stock, and thereupon was entitled 
to include that value in its invested capital might lose such 
right if it subsequently purchased from another corpora- 
tion an asset for 1 per cent of its stock; or a corporation 
purchasing assets from each of 50 corporations, in a similar 
number of transactions, for 1 per cent of its stock in each 
case, might be denied the inclusion in its invested capital 
of the values so acquired. The conclusion that the restric- 
tion sought to be imposed by Congress in enacting Section 
331 was never intended to apply to such transactions, does 
not require argument. 

Paraphrasing this to the case under consideration, 
it is only necessary to substitute the figure 80 for 
the figure 50. The intention of Congress is just as 
clear under the present act that the retention of 80 
per cent is the test of the intent. In other words, 
Congress has, by the revised provision, intended to 
restrict those reorganizations or consolidations ef- 
fected, or transfers of property made, with the intent 
of capitalizing unrealized appreciation in asset val- 
ues, and made the test a retention of 80 per cent or 
more in the property conveyed, and it also follows, 
as it did in the foregoing case, that inasmuch as the 
owner or owners of the particular property were will- 
ing to surrender the interest or control of 21 per cent 
or more which they heretofore held in the property, 
the limitation on the basis for determining the gain 
or loss on the sale or other disposition of property 
would not apply. 


The foregoing case and excerpt of opinion was 
cited, quoted and approved in the later case of Inde- 
pendent Aetna Sprinkler Company, 15 B. T. A. 521. 
In that case, the Independent Aetna Sprinkler Com- 
pany was a corporation organized and incorporated 
under the laws of the State of Delaware on Novem- 
ber 26, 1917, with authorized capital stock of 
$1,000,000, to acquire the assets of the Aetna Fire 
Sprinkler Company, Independent Sprinkler Com- 
pany and the Allis Fire Extinguisher Company. The 
agreements, entered into between these various com- 
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panies and the Independent Aetna Sprinkler Com- 
pany, provided for the transfer to the Independent 
Aetna Sprinkler Company of all of the property 
both tangible and intangible of these companies and 
also for the collection of their accounts, and dis- 
charge of their obligations, the liquidation of their 
affairs and the termination of their business in con- 
sideration of a payment made in capital stock of the 
Independent Aetna Sprinkler Company. The stock- 
holders of the old companies received in exchange 
for their old stock, the stock of the new company in 
the following proportions:—Aetna Fire Sprinkler 
Company, 14 per cent; Independent Sprinkler Com- 
pany, 35 per cent; Allis Fire Extinguisher Company, 
51 per cent. 

The Independent Sprinkler Company claimed that 
the cost basis of this property for invested capital 
should be the amount paid for such property. The 
Commissioner strongly contended that Section 331 
of the Revenue Acts of 1918 and 1921 was control- 
ling. Following is an excerpt from the opinion of 
the Court. 

The assets, the inclusion of the value of which in in- 
vested capital is in controversy, were owned by the Aetna 
and Independent companies prior to the reorganizations, 
and these companies received in exchange therefor, 14 per 
cent and 35 per cent, respectively, of the petitioner’s stock. 
Section 331 is therefore not applicable to those assets. 

There are a number of terms used in Section 113 
(a) (7) which must be defined in the light of recent 
decisions and rulings. These terms in particular 
are “interest or control,” “remained” and “same per- 
sons.” 

In General Counsel’s Memorandum 7472 based 
upon the Revenue Act of 1926, but which is to all 
practical intents the same as the 1928 Act, that por- 
tion of the opinion relating to the definition of the 
terms used, states, in part as follows. 

The term control in its ordinary connotation implies that 
which is unitary and in its nature indivisible, and hence 
not capable of being expressed in terms of a percentage. 
But the statute clearly expresses an intention that the 
phrase of “80 per centum or more” shall limit both “con- 
trol” and “interest.” 

The Commissioner then goes on to define “inter- 
est” as being the broader term and says in part, 
that the conclusion is irresistible that the term in 
Section 204 (a) (7) is used to designate that ultimate 
and beneficial species of rights, in the nature of own- 
ership, which the individual shareholder has in prop- 
erty, the direct ownership and the beneficial and 
legal title of which is in the corporation of which 
the individual is a shareholder. Any other construc- 
tion would render the statute totally meaningless 
or if the statute contemplates ownership, either legal 
or equitable, it is obvious that the acquiring corpo- 
ration has the whole legal and equitable ownership, 
and accordingly no interest or control of any per- 
centage could be said to remain in anyone “imme- 
diately after the transfer.” The statute is therefore, 
applicable if a 100 per cent beneficial right in specific 
property traceable to a predecessor individual owner 
remained after the transfer in the same owner or if 
the 100 per cent right was not reduced below 80 per 
cent in the transfer. 

Likewise the statutory limitation applies if among 
those persons having an ultimate 80 per cent or more 

. (Continued on page 275) 








































































































































































































































































































































The Probable Life of Goodwill 


as a Basis for Depreciation 


By Max Ro tnik, C. P. A.* 


ECAUSE goodwill is inseparable from a going 
business it is commonly treated as having a 
perpetual life, remaining with the concern as 

long as it is in existence. The writer cannot agree 
with this. Goodwill, as we all know, is the value 
attaching to a concern by virtue of which it can 
earn more than a reasonable return on its tangible 
assets. A business, no matter how capable its or- 
ganization, how desirable its prod- 
uct and how high its reputation, has 
no goodwill if it is losing money 
and has no prospects of making 
any. It is only when these quali- 
ties result in super-normal profits 
that they become valuable and can 
be sold as goodwill. 

Observation shows that the fac- 
tors which make for goodwill do 
not, however, permanently remain 
with the business. Death and com- 
petitors destroy the fine organiza- 
tion. Science and industry change 
the method of production and mar- 
keting. Competitors bring out a 
more desirable product. The pub- 
lic changes its habits and demands. 
Rarely even at the end of ten years 
is the organization, the product, the 
method of producing and marketing 
it and the demand for it what they 
were at the beginning. To be sure, 
there may be a goodwill in the busi- 
ness after a lapse of many decades, 
but it is not the original goodwill. 
If we were to visit a plant after a long absence we 
might see that it still has machinery, executives, 
product and customers, but if it had been conducted 
successfully it is unlikely that it has the same ma- 
chinery, executives, product and customers that it 
started with. If we look through the advertisements 
in the magazines of ten or twenty years ago, we shall 
note with surprise how few of the leading concerns of 
that time have weathered the changes in conditions, 
and how infrequently these few are still in the lead. 
We shall not be so surprised, however, if we remem- 
ber our economics. 

Excess earnings which give rise to goodwill value 
can be expected for only a limited period, for 
these high earnings attract competition, which soon 
eliminates them, and in fact often brings them to a 
subnormal figure. High earnings for an entire in- 
dustry cause over-expansion by those in the industry 
and attract investment from those outside of it, 
bringing down the high earnings to normal, or be- 
low. Witness, for example, what war-time prosperity 
did to our wheat farming, and what former high 

* Member of Leslie, Banks & Company. 
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profits in the copper industry did to that business! 
Likewise, high earnings on the part of an individual 
concern lead to expansion by itself and to compe- 
tition from others anxious to share in the high 
earnings, so that before long the excess earnings 
disappear. The prosperous corner grocer soon has 
a store bigger than his requirements—and competi- 
tors on the other three corners. Hard-headed 
business men who may never have 
looked into economic text-books 
nevertheless know of this economic 
law from ordinary observation, and 
when paying for goodwill they base 
their price on the assumption that 
the goodwill will not last forever. 

In the Red Wing Malting Com- 
pany decision, 15 Fed. (2d) 626, the 
Circuit Court quoted a number of 
accounting authorities whose writ- 
ings sustained the opinion of the 
Court that goodwill is not subject 
to depreciation, but the Court did 
not suggest that there are other ac- 
countants who believe the contrary. 
It is desirable, therefore, to bring 
before students of taxation this 
other side of the question, for if it 
has sufficient merit we may expect 
that Congress in enacting and the 
Courts in interpreting income tax 
statutes will give due consideration 
to it. 

It is desirable in the first place 
briefly to describe how goodwill is 
treated in the accounts. In most cases it is recorded 
on the books at cost, and thereafter remains in the ac- 
counts unchanged. Accountants approve, in fact advo- 
cate, the writing off of the cost of the goodwill, this 
even though it may have actually increased in value; 
the writing up of the value of goodwill is practically 
never sanctioned, however. Where a reduction in 
the value of goodwill is made it is usually charged 
against the accumulated surplus rather than against 
the profits of the year. While some accountants,’ 
including the writer, believe that goodwill should 
be written off in annual sums against the income of 
at least the first ten years after the date of its 
acquisition, the writer has not found any instance 
where this method of handling the item was actually 
followed. 

In the Red Wing case, the date when the goodwill 
had lost its value was proved, yet the Court refused 
to allow depreciation, relying chiefly on the wording of 
the statute, which permitted “a reasonable allowance 


1See Accounting Practice by Clarence Munro Day; Depeemaee by 
ccoun 7 


V. H. Veley; Principles of ting by S. Gilman; Goodwill and 
Other Intangibles by J. M. Yang; Commercial Goodwill by P. D. Leake. 
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for the exhaustion, wear and tear of property used 
in the trade or business, including a reasonable al- 
lowance for obsolescence.” The Court held that the 
phrase, “including a reasonable allowance for ob- 
solescence,” applied only to such property as is sub- 
ject to exhaustion, wear and tear and that there can 
be no wear or tear of goodwill or exhaustion thereof 
by use. 

Had the statute read, ‘“‘a reasonable allowance for 
the exhaustion, wear and tear and obsolescence of 
property used in the trade or business,” the Court 
perhaps would have allowed the deduction. Even 
in that event the Bureau would probably still hold 
that in the ordinary case, because the date of the 
obsolescence of goodwill is indeterminable, no de- 
preciation is permissible. It will be remembered 
that even before the Red Wing decision, when the 
regulations of the Bureau permitted a deduction for 
depreciation of goodwill, this deduction could be 
made only when the prospective life was definite. 


All accountants agree that intangible assets that 
have a definite life must be depreciated over their 
life by charges against income. This is also the 
position of the Bureau of Internal Revenue and the 
Board of Tax Appeals. Accordingly they have per- 
mitted depreciation of patents, copy-rights, and con- 
tracts having a limited life. Neither the Bureau 
nor the Board, however, permit the deduction for 
depreciation of intangible assets which have an in- 
definite life. Their position is clearly stated in Bul- 
letin F, revised January, 1931, issued by the Bureau 
of Internal Revenue: 

Goodwill, trade-names, trade-brands, newspaper subscrip- 
tion lists, formulae, and rights to receive royalties in copy- 
righted books are not subject to depreciation or obsolescence 
allowances, due to the indefinite duration of their effective 
usefulness . . . 


No allowance can be made for contracts that have an 
indefinite or perpetual life, such as agency contracts for an 
indefinite period, or contracts for the perpetual exclusive 
privilege of bottling a beverage. 


As more fully explained in the article by the writer 
in the March, 1931, issue of The Tax Magazine, 
the determination of the probable life of a building 
or a machine is generally based on opinion rather 
than scientific evidence. In view of this it is too 
strict a requirement, before depreciation of goodwill 
is allowed that its life be definitely determined, for 
that is an impossibility. Weight should be given 
to the opinions of those experienced with goodwill, 
just as weight is given to the opinions of those 
experienced with buildings when it comes to de- 
termining the depreciation of buildings. 

Proof of definite length of life, so strictly required 
as a basis for depreciation of an intangible asset, is 
rarely demanded so insistently when it comes to a 
tangible asset. So far as the writer can find, there 
is no case where depreciation has been entirely dis- 
allowed by the Bureau on a tangible asset subject to 
wear and tear. A modern skyscraper may last for 
hundreds of years, at least there is no scientific evi- 
dence as to what its prospective life will be. Yet 
in practice there is used for the depreciation deduc- 
tion an expected life of 40, 50, or 60 years. The 
Bureau often does not agree with the taxpayer’s 







THE TAX MAGAZINE 249 


estimate, but when it doesn’t it merely substitutes 
one of its own; it does not disallow all the depre- 
ciation because sufficient proof of the expected life 
cannot be produced. 


It has previously been mentioned that buyers of 
goodwill do not count on its lasting forever. To 
many authorities this is evident from an examination 
of the common formulae for valuing goodwill. 
Every purchaser and seller of a business has his 
own favorite rule-of-thumb method for arriving at 
the valuation of goodwill. We may be sure, how- 
ever, that whatever the system, it takes into account 
prospective annual income and the risks which may 
prevent the receipt of this income and the return of 
the investment. One method is to estimate the fu- 
ture annual income based on the average of several 
preceding years, and to multiply this by five, six or 
other small number. This gives a value of the busi- 
ness as a whole, tangible assets‘as well as goodwill. 
By subtracting the known value of the tangible as- 
sets from the value of the entire business, there is 
left an amount representing the value of the good- 
will. A more scientific method of arriving at the 
value of the goodwill, approved by accountants, the 
Bureau and the Board of Tax Appeals, is shown in 
the following illustration: 


; ILLUSTRATION I. 
EER ET eT ee $300,000 


2. Average net annual income for preceding 5 years 
—representing an estimate of prospective an- 
nual income 

3. Reasonable return on net tangible assets, 10% 
oe ee ree eee eee en eran Serene 30,000 

4. Excess of Item 2 over Item 3................ 70,000 

5. Value of goodwill, Item 4 capitalized at 20%.. 350,000 


The method of ascertaining the factors and the 
weight to be attached to them will vary, depending 
on the judgment of the person making the valuation. 
The prospective annual income may reasonably be 
the average of the prior earnings of a shorter or 
longer period than five years; a fair return on the net 
tangible assets may be more or less than 10 per cent; 
and the capitalization of the excess earnings may 
have to be made on the basis of a higher or lower 
percentage than 20 per cent. But it will be found 
in all cases that in determining the goodwill by 
capitalizing excess earnings the rate used will be at 
least 1%4 or 2 times the rate of return assigned to 
the tangible assets. 


Reasonably certain income, on a high grade mort- 
gage bond, for example, is capitalized at, say, 5 per 
cent in order to obtain the value of the mortgage. 
Income that is capitalized at 15 per cent or 20 per 
cent, where there is no guarantee of the return of 
the investment itself, may be mathematically shown 
to have an expected duration only of between ap- 
proximately six and nine years. Since rates as high 
as 15 and 20 per cent are used in capitalizing excess 
earnings in order to obtain the value of goodwill, 
we have this mathematical evidence of the fact that 
goodwill has a limited life. Yet, if business men, 
when they buy goodwill, figure on its having a lim- 
ited life, how can we explain why they rarely charge 
off any part of the goodwill cost, or if they do, only 
as a reduction against surplus, not as an item of 

(Continued on page 274) 













































































































































































































































































































































































































































































































































































































































































War Policies in Taxation 


By Hon. ArtHur A. BALLANTINE* 


T WAS suggested to me by the Secretary of the 

Commission that I appear here to say something 

from the standpoint of Treasury experience as to 
taxation policies in time of war. Complying with 
this request I shall be glad to make a brief statement 
and then to answer any questions so far as I can. 
The Treasury will be pleased to furnish to the Com- 
mission any of its available information which the 
Commission may request. My pres- 
ent connection with the Treasury is 
recent, but as Solicitor of Internal 
Revenue in 1918 I had contact with 
the administration of the war rev- 
enue laws and the development of 
war tax measures. 

In the light of past experience any 
plan of war revenue legislation 
should include a war profits tax 
designed to bring into the Treasury, 
so far as practicable, the entire 
amount of profits due to the war. 
The need of the Government for 
funds to support the war and the 
general desire expressed before 
your Commission and by the forma- 
tion of your Commission to elimi- 
nate profit from war would both be 
furthered by such a measure. What 
I wish principally to do is to discuss 
the formulation of such a war profits 
tax suitable for a national war 
emergency. Before doing this I 
shall speak briefly of the taxation 
measures employed by our Govern- 
ment in the great war. 


Revenue Measures in the Great War 

Material as to the Revenue Acts of 1917 and 1918 
is set forth in the reports of the Committees of Con- 
gress as to those acts, in the records of the Com- 
mittee hearings, and in the Annual Reports of the 
Secretary of the Treasury and of the Commissioner 
of Internal Revenue. With that material readily 
available to the Commission at any time I will merely 
submit at this time four tables." 

Table 1 presents a summary of income taxes (in- 
cluding corporation taxes) reported as due on in- 
comes for the calendar years 1916 to 1928, inclusive, 
and is followed by a summary of statutory changes 
in income tax revisions. This table shows that total 
income taxes reported as due on incomes for the 
calendar year 1916 (payable in 1917) amounted to 
$345,000,000, and that the total amount due on in- 
comes for the 1917 amounted to $2,938,000,000, and 
the amount due on incomes for the year 1918 reached 
a total of $4,269,000,000. 

Table 2 shows the miscellaneous taxes which were 
imposed under the revenue acts of 1918 and 1928, 
together with the amounts collected under each of 


* Assistant Secretary of the Treasury. Statement given before the 
War Policies Commission, Washington, D. C. 

1 Ed. note.—Tables omitted, as Mr. Ballantine gives essential facts 
in subsequent commentaries. 








Hon. ArTHUuR A. 


the various items during the fiscal years 1920 and 
1930. Total collections of “miscellaneous internal 
revenue were $1,451,000,000 in 1920 as compared with 
$630,000,000 in 1930. 

Table 3 shows amounts of Federal expenditures 
and of tax receipts during the period of the world 
war. For the three fiscal years 1917 to 1919, in- 
clusive, expenditures exclusive of public debt retire- 
ments amounted to $33,189,000,000. 
Receipts from internal revenue and 
customs for the same _ period 
amounted to $8,901,000,000, or about 
27 per cent of the expenditures. 

Table 4 shows for the fiscal years 
1917 through 1921 the ordinary re- 
ceipts of the Federal Government, 
changes in the public debt and in 
the general fund balance; also total 
ordinary expenditures, that is, ex- 
penditures exclusive of public debt 
retirements. The table also pre- 
sents a classification of the out- 
standing gross public debt for these 
same years. It is apparent from 
this table that about 70 per cent of 
the ordinary expenditures aggregat- 
ing $33,189,000,000 for the three 
fiscal years 1917 through 1919 were 
covered by borrowing. The balance 
of about 3 per cent of the amounts 
expended was obtained from miscel- 
laneous items of receipts, such as 
receipts from foreign governments, 
the proceeds of sales of war supplies, 
discount on bonds purchased, surplus revenues for 
prior years, and other smaller items. 


As will be seen from these tables, and as you 
know, the funds for financing the participation of our 
country in the great war were obtained from two 
sources. The first was taxation and the second was 
borrowing on long-term bonds, notes and short-term 
certificates of indebtedness, the latter usually issued 
in anticipation of the proceeds of bond issues or tax 
receipts. A third possible source sometimes em- 
ployed by Governments in national emergency, but 
not used by our Government in the late war, is the 
direct issue of Government obligations in payment 
for goods and services. 

A fourth method of finance which has never been 
used by our Government, but which is suggested for 
your consideration by the resolution creating the 
Commission, is the taking of private property for 
public use without compensation. I take it that the 
object of the Fifth Amendment to the Constitu- 
tion requiring compensation for any such taking from 
a citizen is precisely that indicated by another 
phrase of the resolution: to equalize the burdens of 
the public requirement by causing that burden to be 
apportioned among the citizens generally through 
taxation instead of permitting the burden to rest on 
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the citizen owning the property taken, upon whom 
it happens to fall in the first instance. 

The method of finance which I have been asked to 
talk about is taxation. The position of the Treasury 
as to taxation in the great war was broadly that as 
large an amount should be raised currently by taxa- 
tion as could be so raised without disrupting the 
business or economic machinery of the country. For 
the balance of the needed funds the Treasury ad- 
vocated reliance upon loans from citizens. These 
loans were to be voluntary, but on the basis of the 
fullest patriotic support of the Government in its 
supreme effort; were to be drawn from past or 
anticipated future savings of the people, and to be 
ultimately discharged from post-war taxation and 
such other funds as the Government might have 
available. 

On the question of the proportion of the war 
financial requirements to be raised by taxation, the 
attitude of the Treasury was, I think, based mainly 
on its estimate of the tax burdens which the business 
structure could bear without disruption. It was 
desired to preserve that structure and keep it func- 
tioning at maximum capacity for the maintenance of 
the military effort and meeting the civilian needs, 
while at the same time absorbing into the Treasury 
as much as possible from taxation. The Revenue 
Act of 1917 was designed to bring internal revenue 
collections for the Government’s fiscal year 1918 up 
to $3,400,000,000, as compared with $809,000,000 
actually collected in 1917. The actual yield for the 
1918 year was $3,699,000,000. The Revenue Act of 
1918, delayed of enactment until 1919 largely because 
of the ending of the war, was designed to yield 
about $6,000,000,000 in the fiscal year 1919. In the 
discussion of that measure before Congress the 
Treasury urged that current taxation could and 
should be made to yield about one-third of total 
estimated current expenditures for the year. So far 
as I know there was no magic about that percentage. 
It represented an estimate of what could be secured 
through taxation without disruption of the business 
machine. The tables show that the percentages of 
tax receipts to the Government’s total expenditures 
(exclusive of public debt retirements) during the war 
years were as follows: 


Fiscal year Per cent 
a 1 EE ey ce! : 
ESE Patera ia eee ree 26.5 
| a ora ae ee 24.3 


In formulating the plans of taxation miscellaneous 
taxes, specified in Table 2, such as the transportation 
tax, manufacturers excise tax, stamp taxes, and the 
like, were employed so far as they were thought to 
be fruitful. In another national emergency the gen- 
eral business situation existing at the time would 
again have to be thoroughly canvassed to ascertain 
the full possibilities of employing special taxes. It 
might well prove that relatively more could be ac- 
complished in the development of excise or other 
special taxes than was accomplished in the great 
war. 

As the tables show, in the great war the chief re- 
liance was placed upon the income tax, including, 


of course, the corporation income tax and the war — 


and excess profits taxes. By the Revenue Act of 
1917 the rates for individual taxes were increased as 
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follows: the normal rate from 2 per cent to two rates 
of 2 and 4 per cent, and surtax rates beginning with 
net incomes of $20,000 and graduated upward to 13 
per cent to rates beginning with net incomes of 
$5,000 and graduated upward to 63 per cent. 

By the Revenue Act of 1918 the individual rates 
were raised as follows: Normal rates for 1918 in- 
comes to 6 and 12 per cent and maximum surtax 
rates to 65 per cent. 

As to trades and businesses and corporations the 
Revenue Act of 1917 imposed the war excess profits 
tax. This tax was designed to apply to all business 
whether carried on by individuals, partnerships, or 
corporations. The tax was to be computed on the 
entire net business income in excess of a specifically 
defined return on invested capital plus a specific 
credit. The rate of return on capital allowed as a 
deduction before computing the tax, was the average 
rate of return of the trade or business upon capital 
in the pre-war period, 1911-1913, inclusive, but was 
not to exceed 9 per cent or be less than 7 per cent. 
The rates of tax were graduated according to the 
amount by which the net income in excess of the 
designated normal return on invested capital ex- 
ceeded certain percentages of the taxpayer’s invested 
capital, and ran from a minimum rate of 20 per cent 
to a maximum rate of 60 per cent. In the case of 
trades or businesses having no invested capital, or 
not more than a nominal capital, the war excess 
profits tax was levied at a flat rate of 8 per cent. 
The net income of the trade or business less the 
war excess profits tax was subjected to income taxes 
which, in the case.of a corporation, consisted of a 
normal tax of 2 per cent and a war income tax of 
4 per cent. 

By the Revenue Act of 1918 there was added the 
war profits tax to be paid to the extent that it ex- 
ceeded the excess profits tax, which method of taxa- 
tion was retained by that Act in somewhat revised 
form. The war-profits tax for 1918 was 80 per cent 
of the excess of the net income over the war profits 
credit. This credit was $3,000 plus an amount equal 
to the average net income of the corporation for the 
pre-war period plus or minus 10 per cent of the dif- 
ference between the average invested capital for the 
pre-war period and invested capital for the taxable 
year, but was not to be less than $3,000 plus 10 per 
cent on invested capital for the taxable year. The 
credit against income for computing the excess prof- 
its tax under the 1918 Act was $3,000 plus 8 per cent 
of the invested capital for the taxable year and 
the maximum rate was 65 per cent for 1918 and 
40 per cent for 1919 and 1920. Under the 1918 Act 
the net income remaining after the deduction of the 
war profits and excess profits taxes was subjected to 
a normal corporation tax of 12 per cent for 1918 and 
10 per cent for 1919 and 1920. The war and excess 
profits tax imposed by the Revenue Act of 1918 ap- 
plied to corporations only. 


After the Revenue Act of 1917 was enacied great 
doubt was expressed by business executives and ac- 
countants as to whether the excess profits tax could 
be administered, and whether amounts of tax at such 
high rates could be collected without disrupting 
business and financial institutions. The Act was ad- 
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ministered, notwithstanding gaps and uncertainties 
in its provisions. The tax imposed by the 1918 Act 
at higher rates but undet somewhat improved provi- 
sions, was also shown to be capable of administra- 
tion. The high rates, uncertainty as to the applica- 
tion and meaning of the Act in many connections, 
and defects in the records and accounting systems 
of taxpayers resulted in great delay in many in- 
stances in final determinations, in a great number of 
additional assessments, and in numerous abatements 
and refunds. Broadly speaking, however, these acts 
were administered so as to furnish the Treasury with 
the needed and expected funds. They brought into 
the Treasury through 1921 about $6,900,000,000. A 
comparison of the tabulated net income of all cor- 
porations reporting net income for the three years 
before the war (the calendar years 1914 to 1916, in- 
clusive) with the net incomes of such corporations 
for the war years (1917 to 1919, inclusive) shows 
that the average net income of corporations report- 
ing net income was for the pre-war years about 
$6,000,000,000 before taxes and about $5,900,000,000 
after taxes and that the average income of such 
corporations for the war years was $9,500,000,000 
before taxes and about $7,000,000,000 after taxes. 
Thus, the average net income of corporations report- 
ing net income increased $3,500,000,000 for the war 
years, while the average net income of such cor- 
porations after taxes increased about $1,100,000,000. 
According to this calculation, based on reported in- 
comes and taxes, the taxes during the war, princi- 
pally of course war and excess profits taxes, absorbed 
about 70 per cent of the increase of the average profits 
of the war years over the average profits for the 
years immediately before the war. 


Future War Tax Legislation 


What future war tax legislation would include in 
the way of miscellaneous taxes and what rates of 
income tax would be suitable would of necessity 
depend on conditions at the time of the emergency. 
It is clear, however, as I said at the outset, that any 
war revenue plan of which we could now conceive 
suitable for a great national war emergency should 
include the most effective war profits tax which it is 
possible to devise. The ideal war income tax would 
bring into the Treasury the entire amount of profits 
due tothe war. There is no reason to doubt that the 
business men of the country would support a war 
profits tax properly framed to turn over to the Gov- 
ernment all actual war profits. Business men share 
the general opinion that the place for war profits is 
in the war chest of the Government. The problem 
here is not as to the principle to be followed, for that 
is clear, but as to the technical difficulties of so 
formulating a war profits tax that it will measurably 
accomplish its purpose without preventing the neces- 
sary operation of the economic machine. There is 
no doubt that careful work in advance of the emer- 
gency upon such a measure will make possible a 
much closer approach to the attainment of the ideal 
war profits tax than would be possible if formulation 
is left to the time of the emergency. 

It has been recognized in these hearings that war 
profits, at least in some lines, are inevitable. If it be 
assumed that the price structure existing at the de- 
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velopment of the emergency can be pegged or frozen, 
as has been so ably urged, it is recognized that to 
meet the increased war demands for goods higher 
cost producers must be drawn into production and 
such higher cost producers must receive higher 
prices than are needed for low cost producers. Such 
higher prices will increase the profits of the low cost 
producers. Mere increase in the volume of business 
at the old prices would also greatly increase profits 
in many cases. War profits will exist as the subject 
of taxation and the limit of such taxation is of course 
the amount of the profits. 


In approaching the subject of war taxation it must 
be recognized that any plan which would in fact op- 
erate to put necessary enterprises out of business 
would be disastrous to the prosecution of the war. 
If private industry is to be left to function during 
the war, the necessary production of munitions and 
goods and the financing of the war would be frus- 
trated by attempting to collect as a tax amounts 
which the taxpayer could not draw out of the busi- 
ness while continuing to operate the business. 

The first technical question to be faced is the prob- 
lem of determining what the war profit is. To begin 
with there must be a determination of the profit. 
In the case of any business which is at all compli- 
cated the determination of the profit for a particular 
year can rarely be exact but must rest in part upon 
assumptions and estimates. Almost never does the 
entire profit take the form of an actual excess of 
cash or securities at the end of the year. Generally 
speaking, part of the profit is in the form of inven- 
tories and in the form of improvements or additions 
to factories. Where the rate of tax is moderate, 
errors in determination do not have vital conse- 
quences and average out over the years. If, how- 
ever, the entire profit is to be taken out of the 
business errors in computation might be disastrous. 
Without elaborating on this difficulty, it may be 
stated that to allow some margin for error, any 
workable tax would presumably have to be com- 
puted on some percentage less than 100 per cent— 
say, 80 per cent, or perhaps at the outside, 90 per 
cent. 80 per cent was the rate urged by the Treas- 
ury and adopted as the maximum in 1918 and was 
the rate finally used in the British excess profits tax. 
Leaving some relatively small margin of profit also 
serves the purpose of furnishing a guaranty to the 
Government that the taxpayer will see to the ad- 
ministration of the business with efficiency and 
economy. This protects both the revenue and the 
output. 

Once the profit is determined there remains the 
question of how far the profit is due to the war. 
The determination has to be made in a broad way. 
There can be specific determination of the source of 
the profit in each individual case. In 1918 the 
Treasury earnestly advocated that the war profits 
should be determined by comparison of the war in- 
come with pre-war income—the entire excess over 
pre-war income to be regarded as war profits and 
taxed at 80 per cent, which was the primary basis 
under the British system. Congress, however, ad- 
hered mainly to the use of invested capital as the 
basis of measuring excess income to be subjected 
to the tax. Under the 1918 Act the income subject 
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to the 80 per cent war profits tax was in actual prac- 
tice in most cases the excess of the income after 
deducting a 10 per cent return on invested capital. 
As in the ordinary case the tax was based on the 
excess of the net income over what was regarded as 
a normal business return upon capital, instead of 
upon the net income over pre-war income, the tax 
was not a true war profits tax but was an excess 
profits tax. 

Apart from theoretical objections to an excess 
profits tax, the use of invested capital as the basis 
for measuring the excess of income resulted in very 
great practical difficulties. The determination of in- 
vested capital was all-important in the actual fixing 
of the tax but such determination was in many cases 
very difficult and in not a few cases impossible. 
Where a corporation had been formed by turning 
in the property for stock the determination of in- 
vested capital depended upon the valuation of the 
property at the time turned in. Retroactive valua- 
tions are difficult and were the subject of many con- 
troversies. The amount of invested capital was in 
many cases affected by the time of organization of 
the corporation. Where it happened that a corpora- 
tion had been reorganized or formed in a year 
shortly before our entry into the war, the valuation 
of its assets would be on a much higher basis than 
if there had been no such reorganization. The de- 
termination of invested capital was also affected by 
accident or intercorporate relationships. Problems 
as to the fixing of invested capital for consolidated 
groups have not yet been actually solved. In a good 
many cases also records were not available to show 
the capital put in. In every case current invested 
capital was affected by the computation of surplus 
or deficit resulting from the operation of prior years 
and such computation was, of course, a fruitful 
source of controversy. There is no question that the 
experience of the Government and taxpayers with 
the determination of invested capital was unsatisfac- 
tory and that this basis should not be used again 
except as a last resort. 


To relieve against arbitrary results flowing from 
disparity in invested capital and income due to some 
abnormal condition or conditions applying in a par- 
ticular case, it was provided that where such ab- 
normalities were found the taxes could be fixed on 
the basis of the rate of tax in the cases of other rep- 
resentative concerns. This special assessment pro- 
vision, while perhaps necessary, was found to be 
uncertain and vague in its application and was one 
of the most troublesome features of the excess profits 
tax. 

It must be admitted, however, that Congress had 
certain substantial reasons for adhering to the use 
of invested capital for the purpose of measuring in- 
come subject to special tax. There had to be some 
method for determining the application of the tax to 
new concerns which had no pre-war income and 
also for determining the application of the tax in 
the case of concerns the income of which in the pre- 
war period was clearly sub-normal. The necessity 
for meeting such cases was undoubtedly a factor in 
the determination of Congress to use invested capital 
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as a measure of excess income. The case of new cor- 
porations or new enterprises, and of enterprises 
which were operating on a sub-normal basis in the 
pre-war period, would have to be provided for under 
any system. It is a matter for most careful con- 
sideration whether the application of the war profits 
tax should be made to depend in the normal case on 
the mere excess of war income over pre-war income, 
which would seem to be the sound and satisfactory 
theoretical basis, and whether, if this were done, 
the use of invested capital could be confined to the 
case of the new or sub-normal enterprise. 


Another consideration of great difficulty in the 
formulation of a satisfactory war profits tax lies in 
the fact that the profit in a war year is itself affected 
by war conditions and when those conditions have 
culminated may prove to have been illusory. Sup- 
pose that a business concern to meet the demand for 
goods during the war purchases a new machine or 
builds a new factory. The amount so expended is 
normally treated as an investment and not as an ex- 
pense. After the war, however, it may be that the 
additional machine or the new factory cannot be 
commercially used and will have salvage value only. 
If the war profits have been reckoned without allow- 
ance for this loss they have been incorrectly 
reckoned. It was to meet this situation that the de- 
duction of a reasonable allowance for amortization 
was provided for by the 1918 Act. The operation of 
that section also gave a great deal of difficulty. In 
formulating a war profits tax it might be possible 
to avoid or lessen the difficulty by providing that 
amounts expended for new facilities, if approved by 
some proper government official or Board, could be 
temporarily deducted in reckoning the profits, pro- 
vided interest were paid on the amount by which 
taxes were so reduced. After the war the emergency 
value of the additions so made would be reckoned 
once and for all and the taxes properly adjusted. 
Some similar provision might have to be made to 
protect the enterprise against the ultimate loss in 
value of its basic inventories due to post-war de- 
flation. 


There is a question whether a war profits tax 
would have to be confined to business enterprises, 
whether it could be made to reach a business enter- 
prise carried on by individuals and partnerships as 
well as by corporations, and whether it could be 
made to reach ordinary individual income. As to 
ordinary individual income, the determination in the 
last war was that reliance should be placed on the 
income tax and that rates should be made to begin 
at the right point in the scale and to reach such a 
high percentage that the proper amounts would be 
drawn from individuals into the public Treasury. 
The subject of the basis of income taxes in the event 
of war, the exemptions and the point of beginning 
of such taxes is one for the most careful study. 


In summary: the ideal war profits tax for a na- 
tional war emergency would bring in to the Treasury 
of the Government the entire war profits. Because 


of the margin of error in the determination of prof- 

its of a business enterprise, because profits do not 

all or in the main take the form of money, and the 
(Continued on page 272) 












































































































































































































































































































































































































































































































































Federal Taxation of Condemnation 


) Awards 


By GeEorGE C. WILLIAMS” 


ACH year thousands of Federal tax returns 
E filed by individuals and corporations include 

as net income gains received from condemna- 
tion awards paid by states or their political subdivi- 
sions. During the year 1930 New York City alone 
paid $46,595,982.01 as just compensation for property 
taken for public use through the exercise of the 
right of eminent domain. 

Is the Federal Government prohibited by the 
United States Constitution from taxing any gains 
arising out of the millions of dollars paid each year 
by States and their political subdivisions as awards 
for property taken for public use? An analysis of 
the United States Constitution and existing court 
decisions indicate that the taxation by the Federal 
Government of condemnation awards may be held 
exempt on either of the following two grounds: 

(1) The taxation of condemnation awards indi- 
rectly deprives taxpayers of the just compensation 
provided by the United States Constitution. 

(2) The taxation of condemnation awards paid 
by a state is a tax upon the exercise of an essential 
governmental function of the state. 


Deprivation of Just Compensation 

The taxation of just compensation is unconstitu- 
tional as it results in the taking of property for pub- 
lic use without the payment of just compensation 
as provided by the United States Constitution. One 
of the principal provisions of the Constitution of the 
United States limiting Federal taxation is the fol- 
lowing relevant provision: 

Amendment, Art. V. No person shall be deprived of 
life, liberty or property without due process of law; nor 


shall private property be taken for public use without just 
compensation. (Italics supplied.) 


To illustrate this contention let us use the X Cor- 
poration and assume that during the year 1930 this 
corporation was paid $100,000.00 just compensation 
by the City of New York for property taken for 
public use and that the property taken was acquired 
in 1914 at a cost of $20,000.00. Under present proce- 
dure the Income Tax Unit would determine a 1930 
taxable gain of $80,000.00 and a corporation tax on 
this gain of $9,600.00. The City of New York de- 
termined that $100,000.00 was the just compensation 
guaranteed by the United States Constitution and 
not $90,400.00. The City of New York did not and 
never does include in its award any allowance for 
Federal income taxes on the award. If the United 
States imposes a tax of $9,600.00 it takes away part 
of the just compensation awarded for property taken 
for public use. The X Corporation is deprived of 
property taken for public use without the payment 
of just compensation, as part of the just compensa- 
tion is indirectly taken from it by taxation. 

The term “compensation” as used in the various 
constitutional provisions forbidding the taking of 


et sa Accountant, New York City; Certified Public Accountant, 
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private property for public use without making just 
compensation means a full indemnity or remunera- 
tion for the loss sustained by the owner of property 
taken or injured, and such constitutional require- 
ment is not satisfied by mere colorable compliance. 
20 C. J. 641 (Definition). 

It has been intimated by the Supreme Court that 
a tax statute might be held to violate the Fifth 
Amendment, providing for due process of law, 
where although there was a seeming exercise of the tax- 
ing power, the act complained of was so arbitrary as to 
constrain to the conclusion that it was not the exertion of 
taxation, but a confiscation of property; that is, a taking 
of the same in violation of the Fifth Amendment, or, what 
is the equivalent thereto, was so wanting in ‘basis for 
classification as to provide such a gross and patent inequal- 
ity as to inevitably lead to the same conclusion. Brushaber 
v. Union Pacific Railroad Co., 240 U. S. 1 

Chief Justice Marshall in the course of his deci- 
sion in the case of McCulloch v. Maryland, 4 Wheat. 
316, said: 

That the power of taxing it by the state may be exer- 
cised so as to destroy it, is too obvious to be denied. 

If the just compensation guaranteed by Amend- 
ment, Article V of the Constitution were permitted 
to be taxed this constitutional guarantee would be 
violated. 

In Evans v. Gore, 253 U. S. 245, in holding that 
Congress cannot by taxation indirectly decrease the 
compensation of Federal judges where the Constitu- 
tion provides that their compensation shall not be 
diminished, the opinion says: 

Obviously, diminution may be effected in more ways 
than one. Some may be direct and others indirect, or even 
evasive, as Mr. Hamilton suggested. But all which by 
their necessary operation and effect withhold or take from 
the judge a part of that which has been promised by law for 
his services must be regarded as within the prohibition. 
Nothing short of this will give full effect to its spirit and 
principle. Here the plaintiff was paid the full compensation 
but was subjected to an involuntary obligation to pay back a 
part, and the obligation was promptly enforced. Of what 
avail to him was the part which was paid with one hand and 
then taken back with the other? Was he not placed in prac- 
tically the same situation as if it had been withheld in the first 
instance? Only by subordinating substance to mere form 
could it be held that his compensation was not diminished. 
Of course the conclusion that it was diminished is a natural 
one. (Italics supplied.) 

It is apparent that the taxation of the just com- 
pensation award of $100,000.00 paid for property 
taken for public use deprives the X Corporation of 
a part of the just compensation which has been 
promised by Amendment, Article V of the Consti- 
tution. The X Corporation was paid just compensa- 
tion in the amount of $100,000.00, but is subjected to 
an involuntary obligation for income taxes to pay 
back a part. As stated in Evans v. Gore by the Su- 
preme Court of what avail was the $100,000.00 if paid 
with one hand and then taken back by the other. 
Only by subordinating substance to mere form could 
it be held that the just compensation award was not 
diminished. Of course, the conclusion that it was 
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diminished is a natural one. Hence it appears that 
the taxation of just compensation results in the 
taxpayer being deprived of property taken for pub- 
lic use without the payment of just compensation and 
that such deprivation is unconstitutional. 


Taxation of An Essential Governmental Function 


The City of New York is a political subdivision of 
the State of New York and it exercises an essential 
governmental function peculiar to its sovereign char- 
acter when it exercises its right of eminent domain 
and takes property for public use. The taxation by 
the Federal Government of the just compensation 
paid is an unconstitutional tax on the powers, the 
operations, or the means which the City of New 
York employed to carry its powers into execution. 


There can be no doubt that the exercise of the 
right or power of eminent domain by New York 
City is the exercise of an essential governmental 
power. Eminent domain is the right of the nation or 
a state to condemn private property for public use, 
and to appropriate the ownership and possession of 
such property for such use upon paying the owner 
a just compensation. Eminent domain has also been 
defined as “the ultimate right of the sovereign power 
to appropriate, not only the public property, but the 
private property of all citizens within the territorial 
sovereignty, to public purpose.” (Charles River 
Bridge v. Warren Bridge, 11 Pet. (U. S.) 420, 641, 
9 L. "ok 773, 938.) It embraces all cases where by 
authority of the sovereign power and for the public 
good, the property of the individual is taken without 
his consent. It is called eminent domain because it 
is superior to all private rights, and is an exercise 
of the sovereign authority, which of necessity resides 
in all governments for the common benefit and 
welfare of their citizens. The prevailing view is that 
the right of eminent domain is an attribute of sov- 
ereignty, inherent therein as a necessary and insep- 
arable part thereof. (20 Corpus 513, 514.) 


It is a well-established rule that the Federal Gov- 
ernment cannot tax the powers, the operations, or the 
property of a state, nor the means which it employs to 
carry its powers into execution. 


In Collector v. Day, 11 Wall. 113, it was held that 
the Federal Government had no right to impose a 
tax on the salary of an executive officer of a state, 
the Court saying: 


And if the means and instrumentalities employed by that 
government to carry into operation the powers granted to 
it are, necessarily, and, for the sake of self-preservation, 
exempt from taxation by the States, why are not those-of 
the States depending upon their reserved powers, for like 
reasons, equally exempt from Federal Taxation? Their 
unimpaired existence in the one case is as essential as in 
the other. It is admitted that there is no express provi- 
sion in the Constitution that prohibits the general govern- 
ment from taxing the means and instrumentalities of the 
States, nor is there any prohibiting the States from tax- 
ing the means and instrumentalities of that government. 
In both cases the exemption rests upon the necessary im- 
plication, and is upheld by the great law of self-preserva- 
tion; as any government, whose means employed in con- 
ducting its operations, if subject to the control of another 
and distinct government, can exist only at the mercy of 
that government. 


In Pollack v. Farmers Loan & Trust Co., 157 U.S. 
584, the limitations upon the Federal taxing power 
was further defined: 
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As the states cannot tax the powers, the operations, or 
the property of the United States, nor the means which 
they employ to carry their powers into execution, so it 
has been that the United States have no power under the 
Constitution to tax either the instrumentalities or the prop- 
erty of a state. 


In Ambrosini v. United States, 187 U. S. 1, the 
power of the Federal Government was denied to 
levy a stamp tax on bonds given a state under a 
requirement of its law. The principle involved was 
stated by the Court as follows: 

The general principle is that as the means and instru- 
mentalities employed by the general government to carry 
into operation the powers granted to it are exempt from 
taxation by the states, so are those of the states exempt 
from taxation by the general government. 


In Metcalf & Eddy v. Mitchell, 269 U. S. 514, the 
Court said: 

What instrumentalities of either a state or the Federal 
Government are exempt from taxation by the other can- 
not be stated in terms of universal application, but those 
agencies through which either government immediately and 
directly exercises its sovereign powers are immune from the 
taxing power of the other. (Italics supplied.) 

In Panhandle Oil Co. v. Knox, 277 U. S. 218, the 
principle was applied to the gasoline tax: 

A state imposed tax on dealers in gasoline for the privi- 
lege of selling and measured at so many cents per gallon 
of gasoline sold, is void under the Federal Constitution as 
applied to sales to instrumentalities of the United States, 
such as the Coast Guard Fleet and a veterans’ hospital. 


In Long v. Rockwood, 277 U. S. 145, the Court held 
that a state cannot tax royalties for the use of a 
patent issued by the Commissioner of Patents of 
the United States under the authority of an act of 
Congress. 


In 31 Op. Atty. Gen. 441, T. D. 2843, 1 C. B. 93, 
it was said: 

The exemption of compensation of officials and em- 
ployees of states and political subdivisions thereof is based 
upon constitutional reasons, independent of the statute. It 
is based on the well-established rule that governmental 


agencies are not subject to taxation by the Federal Gov- 
ernment. 


In Gillespie v. Oklahoma, 257 U. S. 501, a lessee of 
tax exempt Indian lands, from the Federal Govern- 
ment, disputed the right of the State of Oklahoma 
to exact a tax based upon the net income derived 
from operations under the lease. In holding such 
taxes invalid, the Court said: 

The same considerations that invalidated a tax upon the 
leases invalidate a tax upon the profits of the leases, and, 
stopping short of theoretical possibilities, a tax upon such 
profits is a direct hamper upon the effort of the United 
States to make the best terms that it can for its wards. 

The United States Supreme Court on May 25, 1931 
in the Indian Motocycle Company v. United States 
again sustained its former rulings in the cases cited 
herein and held in part as follows: 

It is an established principle of our constitutional gov- 
ernment that the instrumentalities, means and operations 
whereby the United States exercises its governmental pow- 
ers are exempt from taxation by the States, and that the 
instrumentalities, means and operations whereby the States 
exert the governmental powers belonging to them are 
equally exempt from taxation by the United States. This 
principle is implied from the independence of the national 
and state governments within their respective spheres and 
from the provisions of the Constitution which look to the 
maintenance of the dual system. 

Where the principle applies it is not affected by the amount 
of the particular tax or the extent of the resulting interfer- 
ence, but is absolute. (Italics supplied.) 


(Continued on page 271) 
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Classified Tax on Intangibles Adopted 
by State of Ohio 


FTER a long revenue struggle in the State of 

Ohio’, in the course of which there was strong 
pressure for an income tax law to reduce the heavy 
tax burden on real property, the Legislature enacted 
a law providing for a tax on intangibles at classified 
rates (Amended Senate Bill No. 323), which was 
approved by Governor George White on June 29, 
1931. The new law was made possible by a consti- 
tutional amendment adopted in November, 1929, lim- 
iting the application of the requirement of taxation 
“by uniform rule, according to the value in money” 
to real property. 


The Act provides, by way of summary, for rates 
as follows: on investments, which includes shares of 
stock, 5 per cent of income yield for the previous 
year, without consideration of their value on any 
given date; on investments which yield no income 
for the previous year, a tax at the rate of 2 mills on 
the dollar of their value; on bank deposits, 2 mills 
on the dollar (The tax is collectible at the source 
from the depository bank which may if it so desires 
require reimbursement from the depositor) ; shares 
in and capital owned by financial institutions, 2 mills 
on the dollar; shares in and capital employed by 
dealers in intangibles, 5 mills on the dollar; capital 
and surplus of domestic insurance companies, 5 mills 
on the dollar; and moneys and credits and all other 
taxable intangibles listed on the grand classified tax 
list and duplicate of the State of Ohio, 3 mills on 
the dollar. 


Nontaxable Property 


The law has been carefully drafted to recognize 
that only that part of personal property located in 
the state is taxable. It lists the following as prop- 
erty which arises from business transacted in an- 
other state: 

Accounts receivable which result from the sale 
by an agent having an office in another state, or 
which results from the sale of a stock of goods 
maintained in another state, or from service per- 
formed therein by an employee connected with an 
office located in such other state. 

The proportion of the entire accounts payable of 
a taxpayer allocated to another state is declared to 
be the same as the proportion of accounts receivable 
allocated to another state. 

Deposits representing general reserves or bal- 
ances maintained for the purpose of the entire busi- 
ness, wherever transacted, are considered to be 
located where the owner resides, if an individual; 
where the actual executive offices are located, if an 
association or a partnership; where organized, or 
incorporated, if a corporation. 

Where deposits, other than those used in business 
outside of such other state, are withdrawable in the 
course of business by an agent with an office in 
another state, they are deemed to arise out of busi- 
ness in another state. 

Money kept in hand in an office or place of busi- 
ness in another state. 


1See article “Ohio at the Crossroads,” by Ralph T. Compton in the 
January, 1931, issue of THe Tax MaGAzINeE. 
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Investments, not held in trust, when made in the 
course of repeated transactions of the same kind 
conducted from the owner’s office in such other 
state and representing obligations of persons resid- 
ing there or secured by property therein. 

Investments of which an agent of the owner in 
another state has authority in the course of the 
owner’s business to receive or collect the income and 
principal, if any, when due, or to dispose of are 
also deemed to be property arising out of business 
transacted in another state. 


Reciprocity Provision 


The provisions of the section defining what con- 
stitutes business transacted in another state for the 
purpose of taxation are to be reciprocally applied. 
The law provides: 


It is hereby declared that the assignment of a business 
situs outside of the state to property of a person residing 
in the state in any case and under any circumstances men- 
tioned in this section, is inseparable from the assignment 
of such situs in this state to property of a person residing 
outside the state in a like case and under similar circum- 
stances. 


Poll Tax Levied in Massachusetts to 
Provide Funds for Old Age Assistance 


ENDING provision for permanently financing 

the so-called old age assistance act in the State 
of Massachusetts, an act (Chapter 398, Acts of 1931) 
was signed June 9, 1931, which for the years 1931 
and 1932 imposes a poll tax of one dollar on every 
male inhabitant of the commonwealth above the age 
of twenty, whether a citizen of the United States or 
an alien. 

Section 9 of the Act directs the Commissioner of 
Corporations and Taxation to consider ways and 
means for permanently raising revenue required by 
the commonwealth and by the cities and towns for 
old age assistance; giving special consideration to 
various forms of sales taxes, amusement taxes, lux- 
ury taxes, and increase in income and inheritance 
taxes and any other form of additional taxation by 
which such revenue may be provided. 


Water Power Tax Resisted by 
Hydroelectric Companies 


PETITION for injunction has been filed in the 
District Court for the District of Idaho by the 
Utah Power and Light Company against the State 
Commissioner of Law Enforcement and the Attor- 
ney General of the State of Idaho seeking to restrain 
them from enforcing the law, approved May 1/7, 
1931, and effective July 15, 1931, which levies a li- 
cense tax of % mill per kilowatt hour on electrical 
energy generated or produced in the State of Idaho 
for commercial purposes. 

Governor C. Ben Ross has indicated that the state 
will vigorously oppose the attempt to avoid pay- 
ment of the tax, which he regards as a “fair tribute 
to be paid to the people from power companies that 
are making a substantial income through the use of 
a natural resource in water power that belongs to 
the people.” 


In South Carolina the Lexington Water Power 
Company has obtained from the District Court for 
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the Eastern District of South Carolina a temporary 
injunction against imposition of the tax of % mill 
per kilowatt hour on electrical energy generated in 
the state, provided by a law recently enacted by the 
State of South Carolina. The bill of complaint in 
this case contends that a state tax assessed against 
electricity generated and used in interstate com- 
merce is unconstitutional and that, since the Tax 
Act contains no provision or means for measuring 
or computing separately the amount of the tax as 
applied to intrastate as distinguished from interstate 
commerce, it is void in its entirety. 


Pennsylvania Amends Inheritance Tax Law 


A FTER September 1 the State of Pennsylvania 
£\ will no longer tax at full value for inheritance 
tax purposes stock of corporations incorporated in 
more than one state where such stock was owned by 
nonresident decedents, as a:result of the recent en- 
actment of an amendment to the inheritance tax law. 
(S. 959.) 

The new law provides that where a nonresident 
decedent owned the shares of stock of a corporation 
in more than one state including Pennsylvania, only 
that proportion of the value of such shares shall be 
deemed as property within that Commonwealth as 
the value of the property of the corporation located 
therein bears to the entire value of the property of 
the corporation wherever located. 

The amendment to the inheritance tax law was 
apparently the result of a suit brought attacking the 
validity of the practice under the prior law. The 
case is Commonwealth of Pennsylvania v. Andrew A. 
MacDougall et al., in the Court of Common Pleas of 
Dauphin County, Pennsylvania. The facts of the 
case indicate that a decedent resident of Montreal, 
Quebec, Canada, left in her estate a number of shares 
of stock of the New York Central Railroad, a corpo- 
ration incorporated in Pennsylvania, Ohio and sev- 
eral other states. The petitioners claim that a tax 
levied on 100 per cent of the market value of such 


‘stock is in violation of the Fourteenth Amendment 


of the Constitution. In other states where the New 
York Central is incorporated, the percentages of 
value of the stock considered taxable for inheritance 
tax purposes follow: Illinois, 7.50 per cent ; Indiana, 
8.4 per cent; Michigan, 9.83 per cent; Ohio, 11.25 


per cent; New York (after September 1, 1930), 0 per 
cent. 


Kentucky Graduated Gross Sales Tax a 
Retail Merchants Held Valid 


HE Kentucky excise or license tax imposed 
upon retail merchants, which is measured by the 
amount of gross sales and graduated from 1/20 of 1 
per cent of the annual gross sales of $400,000 or less 
to 1 per cent of the gross sales over $1,000,000, was 
held constitutional on June 19 in a decision rendered 
by the Kentucky Court of Appeals in the case of 
Forrest Moore et al. v. State Board of Charities and 
Corrections et al. 
In consideration of the contention that the tax is 
confiscatory, the opinion says: 
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Indeed, the evidence shows that whether considered from 
the point of view of the ratio of profit before gross sales 
tax to net worth as compared with the ratio of profit after 
gross sales tax to net worth, or the per cent earned on 
property investment in Kentucky before the gross sales 
tax as compared with such per cent after the gross sales 
tax or the per cent earned on invested capital before the 
gross sales tax as compared with such percentages after 
the gross sales tax, the ratio of decrease caused by the 
operation of the gross sales tax is just about the same. 
Except in the case of one large chain store, the decrease in 
the cases of representative large retailers does not exceed 
the difference between the ratio of 32.67 per cent and that 
of 21.58 per cent. The application of the gross sales tax 
to these representative retailers leaves the largest.scale 
enterprises still earning on the average 12.49 per cent, the 
second largest scale 11.61 per cent and the third, 9.74 per 
cent. This is far from confiscation. 


Court Decisions 


Advances to Corporation by Stockholders, Repayment 
for in Stock Worth More than Advances—Tax Liability.— 
The stockholders of a corporation advanced to the cor- 
poration funds to obtain oil leases. The advances were 
repaid with stock of the corporation of a par value of twice 
the amount of the original advance. Since all the stock- 
holders participated in the transaction, the ultimate result 
was a subscription to the capital stock at 50 per cent of its 
par value, and no gain resulted to the stockholders.— 
United States Circuit Court of Appeals, Sixth Circuit, in 
R. V. Board v. Commissioner of Internal Revenue. No. 5532. 
Decision of Board of Tax Appeals on this issue, 14 BTA 
374, reversed. 


Appellate Procedure——Appeal from a Board decision is 
timely where filed within six months after the denial by 
the Board of a rehearing which had been requested by the 
petitioner after its order of redetermination had been 
entered. Although at the time of the appeal to the Circuit 
Court more than six months had elapsed from the date of 
the order of redetermination, the rule in the Federal courts, 
that the filing of a motion to reopen or vacate a judgment 
or decision suspends the time for appeal until the motion 
is disposed of, is equally applicable to appeals from Board 
decisions. f 

Fraud penalty should not be asserted against the tax- 
payer. The uncontradicted evidence shows that he took 
no part in the preparation of his returns. He was negli- 
gent in relying upon his bookkeeper to the extent that he 
did, but this does not of itself constitute fraud. 

Petitioner’s motion to strike from the record, on review, 
a purported waiver of the time for assessing 1919 taxes is 
sustained, on the ground that it was never offered in evi- 
dence before the Board and never mentioned in the entire 
proceedings. It was set forth in the transcript between the 
Commissioner’s Exhibits D and E, with no identification, 
and no explanation as to its presence. Without this waiver, 
the statute of limitations for 1919 has expired, since the 
Court holds that there was no fraud. But it is recom- 
mended that the cause be retried in order that both parties 
may offer such evidence as they see fit, upon the issue of 
waiver of the statute of limitations. 

Amount credited on the books in 1919 to the taxpayer’s 
account, by a corporation for becoming surety in 1916 on 
bonds it had issued, is taxable for 1919. The evidence is 
not sufficient to warrant a finding that an agreement was 
made in 1916 to pay such remuneration. United States 
Circuit Court of Appeals, Seventh Circuit, in John Griffiths 
v. Commissioner of Internal Revenue. No. 4440, Oct. term, 
1930, Apr. session, 1931. Decision of Board of Tax Ap- 
peals, 15 BTA 252, reversed and remanded. 


Bank Consolidations—Basis for Computing Gain or 
Loss.—Where two banks were consolidated in 1920, stock 
in the consolidated bank being issued to the former stock- 
holders of the two banks on the basis of their original 
holdings, the basis for property of the consolidated banks 
acquired by the new institution is the price for which it was 
acquired at the time of the consolidation —United States 
Circuit Court of Appeals, Sixth Circuit, in Unaka and City 
National Bank v. United States of America. No, 5681. Cir- 
cuit Judge Hickenlooper filed a dissenting opinion. The 
majority opinion affirmed the ruling of the District Court. 

























































































































































































































































































































Title of tax Basis of tax 









Measure of tax Rate of taz 































. 89 and 108, 

id. and chap. 155) 

Acts of General As- 
sembly, 1928. 






General property. (Inctudes} A | Real property, tangible 
franchise and intangibles personalty of individuals, 
tax shown below). partnersh’ -_ oe utili- 


tions. There is a $250 









































Secs. 4077-4091 Car- 


Pe Riistectceccicisesa A Intangible property em- 
rolls Ky. Statutes i n 


ployed in business. 





city in excess 


tangible property. 










Sec. 4019a-1-4, inc. 





Bank deposits............. A | Bank deposits, except 
those not taxable. 




















stockholders. school, $0.40. 
General Assembly, 


1928. 















Sec. 4019a-6-8, inc.| Building and loan associa-| A Amount of surplus and 

ibid. tions. undivided profits; num- 
ber of shares outstand- 
ing; total amount paid in 
on its shares. 





Amount paid in on} $1 on each $1,000..... 
capital stock. 







































crude petroleum. 





counties. 











Sec. 4224, ibid. .... 






General licenses........... A Privilege of conducting 
business in state. 






nature of business? | business. 

















Sec. 4189, ibid. .... 









Corporation license. ....... A | Asset value of' stock or] Value of authorized) $0.70 on the $1,000.... 
capital or of part in- 


rtion invested in 
vested in Ky. 


y. 
Foreign life and industrial} A | Privilege of doing business.| Dollars of premiums] Two per cent 
insurance companies. and renewals. 










See. 4226, ibid 














Ws c08 Foreign insurance companies 

other than life. 

Sees. 4227, 4228,| Foreign building and loan 
ibid. owe associations. 


> 


Privilege of doing business.| Dollars of net re-| Two per cent 


ceipts. 
Dollars of gross re-| Two per cent 
ceipts. 











> 


Privilege of doing business. 


















Sec. 4236, ibid 


Foreign mutual assessment] A Privilege of doing business. 
and Lloyds insurance com- 








Assessments for pre-| Two per cent 






















charge. plus 0 to $50 flat 























Sec. 4225, ibid. .... 





Corporation organization...| § Privilege of incorporation 


juors. 
Authorised capital] 1/10 of one per cent... 
in state. 


stock or subsequent 
increase. 



































Sec. 4224b, ibid. ...| Gasoline................0- S| Sale of fuels usable in in-| Gallons sold........ $0.05 a gallon......... 
t combustion en- 
e ines®. 
See. 4281a, ibid... .| Inheritance............... s Teanter by will or by| Appraised value of| 1 per cent to 16 per 
intestate law, or gif bequests less deduc-| cent’. 
4 in contemplation of} tions. 
th. 















Sec. 4238, ibid. ....| Law process.............. 8 Actions brought in court. . 








action, and court. case, $0.02 to $5. 


Weight, horsepower| Varying schedule. ..... 
and carrying capa- 
city. 








Chap. 88b, ibid....| Registration of motor vehi-| A | Ownership and operation 
cles. of motor vehicles in state. 



















1 State, by state legislature; city and town by local ive bodies; county, by county fiscal court. Farm imple- 
ments, live stock, fowls, machinery, products in course of manufacture, capital stock of building and loan associations, 
and generally all other classes of intangibles are subject only to the state levy. Unmanufactured agricultural products 
exempt from local tax except city county tax of fifteen cents each. They are, ly i 
by county tax officials. * Part, ie., county, town, court, and stenographers, armory, special districts, city, echool 
districts. — *'This includes all licenses issued in the state, to individuals and corporations for privilege of pursu 
certain occupations. The rate is in some instances a flat rate, and in others it is based on capital stock and smount. 
business cone in the state. For convenience the corporation license tax and the impositions on insurance companies 

































Business Expense.—Amount paid by the beneficiary of a 
trust to the trustees as additional compensation is not de- 
ductible as being connected with a business, but was per- 
sonal expense.—United States Circuit Court of Appeals, 
Second Circuit, in William R. Kenan, Jr. and Lawrence C. 
Haines, as Executors and Trustees of the Estate of Mary L. 
(Flagler) Bingham, deceased, v. Frank C. Bowers, as Ex- 
ecutor of the Estate. of Frank K. Bowers, late Collector 
of Internal Revenue, Second New York District. Decision 
of lower court affirmed. 


Capital Stock Tax.—Although a substantial part of the 
taxpayer's income was derived from guaranteeing real 
estate mortgages, it was chartered by the State of New 
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council. 
Value of property....| Fixed locally to ny By local State, by 


family exemption. | 
sion. 
Loe. cit. i Intangibles. .............- A | Intangibles generally ex-| Value of property....| $0.50 on the $100..... Local offi-| Permanent] Local............| All........] Nome...... July 1...... Oct. 31..... Dec.. 31 of fal 
sec. Sint —_ cept bank deposits and cials und t lowing year. 
bank and building and supervision’ 
loan association stock. of state tax 


Value of earning capa-| $0.50 for state plus local] State tax 
i of} general property tax} commis- 
rate. 


Bank balance....... 1/10 of 1 per cent..... State t 


Sees. 4092, 4019a-10,| Bank and trust companies! A Value of shares outstand-| Value of shares out-| State, $0.50; county, County tax 
4237a-1, ibid. and} and domestic life insurance ing. standi paid for| $0.20; city, $0.20 and’ 
chap. 135, Acts of} companies. 40. 






Sec. 4232b-1-3, inc.| Race tracks............... Ss Privilege of conducting a! Each day of racing...| $2,500 for each day of| State legisla. 
ibid. race track at which races! racing. ture. 
are run for purses or i 
prizes. 
Sec. 4223¢, ibid. ...| Oil production............ 8 Privilege of producing] Market value of crude| 1% of market value plus| State _tax| 


petroleum. possible 44 of 1% by} commis- 


Value of business or} Varies with nature of/ State legisla- 
ture. 









sessments for pre-| Two per cent.........| Treasury...|| legisla-|/ Treasury.........} All........| Nome...... Calendar| July1......} July 1. 
; miums. year. 
- , panies. . td . ‘ , 
See. 2739j, ibid..... Motor transportation com-| A Privilege of doing business} Capacity and gross) $1.50 to $15 a seat plus} Com mis- issioner oof] All........| None...... Calendar| Jan.1......) Jan. 1. 
panies. < Lemna pen persons} weight plus flat} $1 a hundred weight] sioner of icles. 
y motor vehicle. 


a E charge classes* 
Chap. 149, Acts of} Gross sales............... A Privilege of making retail] Dollars of retail sales.| 1/20 to 1 per cent.....| State taxi; —S_|| State tax commis-| All........| None...... Year ending| Feb. 1.....| Feb. 1. 
a Assembly, sales in stores. Dec. 31. 
Secs. 4105, 4114,| Intoxicating liquors........ S | Removal of distilled spirits} Gallons or barrels of| $0.10 for that manu-| State taxi; —S_s|| State tax commis-| All........| None..... Jan. 1, May| Same...... Same. 
Carrolls Ky. Stat- from @ warehouse, retail] alcoholic liquors. ’ ~ 1, Sept. 1; j 
utes. sale. retailers re- 
- month- 
y. 












Extent and nature of| Varies with nature of| Court 













{Chart prepared by Professor James W. Martin, Bureau of Business Research, University of Kentucky, Lexington, Kentucky, and copyrighted (1931) in his behalf by The Tax Research Foundation.] 









Day of tax- 
able status Date 

or year of return of 

report on | information | Date tax is due 
which tax is due 













































Secs. 1882, | BRR A | Male person, age 21-70...| Flat rate........... Not over $1.50........ Local au-| Countyfis-| Local............] Nome......} All........ July 1...... Jaly 1...... Dec. 31 of next 
428u-1, 4476, Car- thorities. year or as city 
tolls Ky. Statutes, provides. 

1930. 









——_ July 1......] Oct. 31.....] Dec. 31 of fol. 
lowing year. 

























rer and] Part.......) Part?...... Year ending} Jan.l-Mar.| 30 days after 
county sheriff. Dec. 31. 31. i 


notice 
8100. 















State tax commis- 
sion. 


City officials and 
sheriff. 


eo 2 eee July 1......} July 21,....] Sept. 1. 














sion 
















verests Aug. 1 or] Dec. 31 of fol 
before. lowing year. 






















State treasury.....} All........] Nome...... Sept. 1..... Sept........] July 1, next. 





















| Auditor of public} All........ None...... Year ending} Dec. 1..... ae 
accounts. Dec. 1. 




















Tax commission or 


Asshownby| Asshown by} Month 
sheriff of county. | rates. 


haus 20th day of} 20th day of 
rates. 


following! month follow- 

month. ing notice of 

assessment. 

a | Varies with| Varies with} Date application 
nature of| nature of| is made. 

license. license. 





















Auditor or county 
| court clerk. 





























—e | Dec. 31....} Feb.1.....| 30 days after 
* | notice of assess 
ment. 
eee | ee Calendar| In 30 days} With report. 
year. from Jan.‘ 














pasccdasl MDscoses Calendar) March 1....} March 1. 
year. 

ieeeeaia } -s+s+.| Year ending] July 1......| July 1. 

July 1. 































year. 





























poses Mitac ceesel SBS coc. Date of in-| Prior to in-| Date of incor- 
corporation| corporation| poration or in- 


or increase crease of capital 
of stock. 


stock. 
eee > ee Preceding! Last day of| Last day of each 
ealendar| each calen-| calendar month. 



































‘> month. dar month. 
ecccecal MEEDeccecs Date of] Reports] Date of transfer. 
transfer. realty in 6 
months af- 
ter appoint- 
ment or 1 
month af- 
ter _ infor- 
mation is 
Teceived. 
weoseel] =] Court............] All........] Nome...... Day and} Day andj Day and time of 
time of ac-] time of ac-| action. 
tion. tion. 
% of fees} Date of ap-| Date of ap-| Jan. 1, or day of 
from trucks.| plication. plication. purchase of mo- 





tor vehicles. 





t y 1 or within 30 days in case of workmen's compensation insurance. % Does not apply 
to Frees pow operating wholly within cities.  § Lhe | fuels ordinarily ——— and commercially usable io 
in combustion oneens for generation of power, and all distillates of and condensates from petroleum,gas, coal, 
coal-tar, and vegetable ferments, except kerosene, fuel oil and crude oil. 7 The rate is graduated according to the 

. Bequests to Kentucky charitable, educational and state institutions are 
*Collected by county clerks in each county, who, in turn, turn the funds over to the 








York to do an insurance business and conducted such a 
business. It was therefore taxable as an insurance com- 
pany under Section 246 of the 1921 and 1924 Acts, and was 
accordingly not subject to capital stock tax, pursuant to 
Section 1000 of those Acts, which provides that the capital 
stock tax shall not apply to any insurance company subject 
to the tax imposed by Section 246.—United States Circuit 
Court of Appeals, Second Circuit, in Home Title Insurance 
Company v. The United States of America. Decision of Dis- 
trict Court, 41 Fed. (2d) 793, reversed. 


New York company engaged in issuing policies of mort- 
gage insurance, and making and selling mortgage loans, 
not for profit on the sales, but to enable it to guarantee 
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the mortgages, is held to be an “insurance company” and 
not subject to capital stock tax under the 1921 Act. The fact 
that the fees received on loans made, which in earlier years 
had constituted but a small part of the income, were excep- 
tionally large in the years in question does not alter the 
fact that the making of loans was incidental to the business 
of insuring mortgages. Dissenting opinion filed.—United 
States Circuit Court of Appeals, Second Circuit, in Lawyers 
Mortgage Company v. Frank K. Bowers, Collector. District 
Court decision, 34 Fed. (2d) 504, affirmed. 


Coal Mines, Taxation of —The Board’s determination of 
a proper deduction for depletion of 10 cents per ton of 
coal mined, ascertaining the March 1, 1913, capital value on 
the basis of the probable rental rate, and estimating the 
tonnage and probable life of the mine, from the evidence, 
is approved, the Commissioner being unable to show error. 


The values on the books of the predecessor, of assets 
taken over by a successor corporation in 1904, are proper 


values to be used for invested capital purposes by the suc- 
cessor. 


Coal mine’s expenditures for steel rails, mine cars, 
switches and trolley wires, made after the mine had 
reached its maximum capacity, and necessary to maintain 
its normal output, are held, on the authority of U. S. v. 
Roden Coal Co., (CCA-5) 39 Fed. (2d) 425, and Marsh Fork 
Coal Co. v. Lucas, (CCA-4) 42 Fed. (2d) 83, to represent 
operating expenses, although they have a useful life of 
many years and enable the owner to operate more econom- 
ically—United States Circuit Court of Appeals, Sixth Cir- 
cuit, in Commissioner of Internal Revenue v. The Brier Hill 
Collieries. Nos. 5634 and 5651. Decision of Board of Tax 
Appeals, 12 BTA 500, affirmed as to the first issue and 
reversed as to the remaining issues. 


Community Property.—Money and stock received by the 
taxpayer during marriage in payment for property sold by 
him before marriage is not community property under the 
Louisiana statute. The fact that the property sold was an 
interest in an oil and gas lease with a contingent provision 
that part payment might be made from the proceeds of oil 
to be produced from the lease did not make him a lessor 
entitled to treat the moneys received from the sale after 
marriage as rents and therefore fruits of the land to be 
treated as community income.—United States Circuit Court 
of Appeals, Fifth Circuit, in K. E. Merren v. Commissioner 
of Internal Revenue. No. 6005. Decision of Board of Tax 
Appeals, 18 BTA 156, affirmed. 


Cooperative Marketing Associations, Taxable—Exemp- 
tion as a farmers’ etc., cooperative marketing association 
under Section 231 (11), 1921 and 1924 Acts, is denied, where, 
before earnings were refunded to members on the basis of 
produce sold for them, 10 per cent dividends were paid.on 
the capital stock, and where substantial sums were reserved 
for surplus—United States Circuit Court of Appeals, 
Fourth Circuit, in So. Carolina Produce Association v. Com- 
missioner of Internal Revenue. No. 3143. Decision of Board 
of Tax Appeals, 19 BTA 1028, affirmed. 


Contracts, Amortization of—A payment of $60,000 made 
to a former stockholder for his holdings of stock in the 
corporation and for an agreement not to compete in busi- 
ness for a period of five years is allocated one-half to the 
stock and one-half to the contract not to compete, as de- 
temined by the Board of Tax Appeals on the same question 
between the same parties. Deduction for amortization of 
the determined value of the contract over a five-year period 
is allowable—Court of Claims of the United States in 


=e Machine Company v. The United States. No. 
-370. 


Corporate Bonds—Deductible Expense Incident Thereto. 
—Deductible expense incident to the issue of corporate 
bonds should be decreased by profit realized on their issu- 
ing price, apportioned over the term of the bonds. “If a 
corporation is allowed to show a greater expense for a 
given year by adding a proportionate part of a loss on the 
sale of bonds, there seems no reason to deny to the taxing 
authorities the right to show a smaller expense x4 deduct- 
ing the proportionate part of a gain on a sale of bonds.”— 
United States Circuit Court of Appeals, First Circuit, in 
Commissioner of Internal Revenue v. Old Colony Railway 
Company. Decision of Board of Tax Appeals, 18 BTA 267, 
reversed on this issue. 
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Deferred Payment Sales, Taxation of—Where a sale of 
oil stock was made in 1918 for $3,000,000, of which $500,000 
was paid in cash, the balance to be paid by assigning 20 
per cent of the oil runs to the sellers until they have re- 
ceived $2,500,000, with the guaranty that such runs would 
equal at least $500,000 a year for five years, only that part 
of the profit that was received in 1918 was taxable in that 
year, the taxpayer having consistently reported his income 
on the cash basis and having elected in his 1918 return to 
report the profit on the installment basis. His claim madé 
after the expiration of the statutory period for assessment 
of 1918 taxes, that the sale should have been treated as a 
completed transaction in 1918, is held to be without merit.— 
United States Circuit Court of Appeals, Ninth Circuit, in 
Commissioner of Internal Revenue v. B. A. Garber. -No. 


6219. Decision of Board of Tax Appeals, 11 BTA 979, 
reversed. 


Discovery Value, Depletion of—Depletion based on dis- 
covery value established before a corporation acquired oil 
and gas properties may not be used by such corporation 
even though it was a corporation which succeeded a part- 
nership which made the discovery. The separate entities 
can not be disregarded.—United States Circuit Court of 
Appeals, Tenth Circuit, in The Darby-Lynde Company v. 
Commissioner of Internal Revenue. No. 399. Apr. term, 


1931. Decision of Board of Tax Appeals, 20 BTA 522, 
affirmed. 


Discretionary Power Granted to Commissioner, Limita- 
tions on Exercise of.—Use of inventory basis of computing 
income for 1920 is denied, the Commissioner’s determina- 
tion that the taxpayer was not engaged in buying and 
selling silk but was merely engaged in financing other busi- 
nesses being approved. “Where a statute commits to an 
executive department of the Government a duty requiring 
administrative discretion, the decision of the executive 
department, as to such questions, is final and conclusive, 
unless it is clearly proven arbitrary or capricious, or fraud- 
ulent, or involving a mistake of law.”—United States Cir- 
cuit Court of Appeals, Fourth Circuit, in Finance and Guar- 
anty Company v. Commissioner of Internal Revenue. No. 


3144. Decision of Board of Tax Appeals, 19 BTA 1313, 
affirmed. 


Dividends Distinguished from Interest—Payments to 
preferred stockholders represented dividends, rather than 
deductible interest. The certificates issued, on which the 
payments were made, were in the ordinary form of a pre- 
ferred stock certificate, and neither a subsequent contract 
entered into with the preferred stockholders nor a provi- 
sion in the stock certificates providing for an optional 
redemption within three years is held to have taken them 
out of the class of stockholders. Jones Syndicate v. Com., 
23 Fed. (2d) 833, distinguished.—United States Circuit 
Court of Appeals, Ninth Circuit, in Elko Lamoille Power 
Company (a Corporation) v. Commissioner of Internal Rev- 
enue. Decision of Board of Tax Appeals, 21 BTA 291, 
affirmed. 


Excise Taxes.—Articles commercially known as jewelry, 
given by a tobacco company to customers in exchange for 
premium coupons, are taxable under Section 905 of the 1918 
and 1921 Acts, Article 5 of Regulations 48 providing that 
the tax shall be computed on the fair market value of the 
premiums at the time of the transfer, whereas the law pro- 
vides for a tax on the selling price, being held not to 
impose a tax contrary to the revenue laws.—Court of 
Claims of the United States in United Cigar Store Company 
of America v. The United States. No. F-102. 


Slot gambling machines are held to be articles used in 
playing a game, and as such, were subject to the excise 
tax under Section 900 of the 1918 Act, imposed on the sale 
by the manufacturer of games. Concurring and dissenting 
opinions filed—Court of Claims of the United States in 
Mills Novelty Company (a Corporation) v. The United States. 
No. J-599. 

Sales of sidewalk roller and sled skates were subject to 
the excise tax under the 1918 Act, such skates coming 
within the designation “skates” as contained in the act, the 
contention that they were commercially known as toys 
being held to be without merit—Court of Claims of the 
United States in The Samuel Winslow Skate Manufacturing 
Co. v. The United States. No. H-74. 
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ADMINISTRATION oF Tax 









Legal citation Title ot vax Rate of tax 










Assessment Levy 
All property, real and| Truecash value of prop-| Fixed locally to cover] By township| State, by| Township and city 
personal, not expressly} ert: budget, includingcoun-| supervisor] StateLegis-| treasurers. Delin- 
exempted.! ty and state appor-| or city or| lature; lo-| quent, by county 

tionment. Permanent} village as-| cal, by city; and state treasur- 
levies: Local school] sessor. and village} ers. 
districts, 1 mill; state i i 
university, 3/5. mill; 
state college, 1/5 mill 

























Const. Art. X, Sec. 2,| General property........ 






































La’ 
pilation of 1923) asi 
amended. 










district 
electors; 








pervisors, 
which 


sessment 
rolls,? 
State Board] State Legis- 





























Const. Art. X, See. 4,) Specific, public service Property, centrally as-| Cash value of property,| Average rate of tax 












































































































































































5. C.L. '15 Sec. 4213-| corporations.* In lieu of all] real and personal, in-| levied on other prop-| of Assessors} lature. 
4218, other taxes, state and/ cluding franchise. erty for state and} (State Tax 
local. local purposes. Commis- 
sioners and 
the Gover- 
nor). 
C.L.'15, See. 8846. ..| River improvement com-' In lieu of property tax.| Paid in capital stock. . Secretary of] Permanent,| State Treasurer. . . er. ee Preceding| First Mon- 
panies. State. by State easlendar| day in Jan. 
Legisla- year. 
ture. 
C.L. ‘15, Sec. 4248-) Steamship tonnage... . In lieu of property tax.} Net registered tonnage.| 20¢ per ton, passenger;| A uditor| Permanent,| State Treasurer...| Distributed 
4250. 10¢ per ton, freight. neral. by State same as 
Legisla- general 
ture. property 
C.L.'15, Sec. 4205-9.| Canal companies.5...... In lieu of property tax.| Capital stock paid in... Auditor] Permanent,| State Treasurer...) All........] None......| Date of last]............ First Monday 
General. by State in October. 
Legisla- 
ture. 




















































































C.L.'15, Sec. 8666....} Plank road companies. In lieu of property tax.| Net profits...........| 57... --seeeeceeeee Auditor] State Legis-| State Treasurer...| All........] None...... Preceding First Tuesday 
General. lature. calendar| day inJan.| in July. 
P.A. 1921 No. 85; P.A.| Corporate organization fee Privilege of acquiring] Amount capital stock] }4 mill per $. Minimum] Secretary of] Permanent,| Secretary of State.) All.¢......] None...... in-} Date of ap-| Date of ap 
1929 No. 175. corporate franchise, or} at organization andin-| $25.° State. by State plication. | plication. 
right to do business in} creases therein. For- Legisla-| ° 
state. eign: Proportion of ture. 


capital stock invested 
in state. 

Paid up capital and 
surplus.’ 








































P.A. 1921 No. 85; P.A. 
1929 No. 175. 


2% mills per $. Mini- Secretary of State. 


mum $10.; maximum 


Privilege of exercising 
corporate franchise, or’ 
doing business in state. 


Secretary of} Permanent, 


Annual corporate privilege 
State. by State 


baecese dh Mc coud -++-| During July 
or Aug. 













On filing re- 
port. 


































, ture. 
P.A. 1921 No. 85; P.A.| Privilege fee, building and Privilege of exercising] Paidupcapitaland legal] 14 mill per $......... Secretary of] Permanent,| Secretary of State.) All.........] None...... . +++] During July] On filing re 
1927 No. 33. loan associations. franchise. reserve. State. by State or Aug. port. 








































Fire, marine, automo- State Treasurer... . 
bile, 3%; life, casualty, 
workmen's compensa-| 
tion, 2%. 


P.A. 1929 No. 154. . Privilege of doing busi- 


License, foreign insurance’ e 
i ness in state. 


Commis-| Permanent, 
companies. 


sioner of by State 
Insurance..| Legislature 


Gross premiums.*:.....| Fire, marine, automo-| Commis-| Permanent,| State Treasurer....| All¢........] None...... Preceding 


calendar 
year. 


SS aoe Age. 1.....5.. 























































































P.A. 1911 No. 91.....] Mortgage..........:... Registry, in lieu of all] Principal of debts se-| 50¢ per $100.......... County Permanent,| County treasurer. . a | See Date mort-| Date of re-| Date of record- 
property taxation. cured by lien on real treasurer. . y State gage is re-| cording. ding, or be- 
property in state. ture corded. fore funds are 





advanced un- 
der open 






















































































































































































id Si m e. 
P.A. 1913 No. 142, No.| Bond.........---.+++- Registry, in lieu of all] Principal of secured) 50¢ per $100.......... County} Permanent,| County treasurer..| 14.........] 4... at a . 
139. property taxation. debts and foreign mu- treasurer..| by State tion for] tion. tion. 

nicipal bonds. i - is ie Legislature registry. 

C.L. "15 Sec. 14524 ff.| Inheritance specific tax. . Transfer of property by| Appraised value of prop-| Direct heirs: 1% to 8%.| Pro bate| Permanent,| County treasurer..| All¢........] None...... Date of| Appraiser’s}) Within 18 
as amd.; P.A. 1929, will, under intestate] erty transfered,lessde-| Collateral: 5% to) courts. by State transfer...| report as| months. 5°% 
No. 35. laws or in contem ductions. Direct heirs,) 157%.'° required by| discount if 

tion of death. $5,000.; husband or F wid ta 1 
7 _ | wife, $30,000 exempt. : months. 

P.A. 1927 No. 150;| Gasoline............... Privilege of using public} Quantity of gasoline| 3¢ per gallon.......... Secretary of] Permanent,| Secretary of State. Month pre- 20th of each 

P.A. 1929 No. 219. highways." sold or used. State..... by Lo ate ceding re- month. 
- gislature| 

P.A. 1925 No. 1; P.A.| Motor vehicle registra- Operation of motor ve-} Weight............... Private 55¢ per 100 lbs.;| Secretary of] Permanent,| Secretary of State... Dee. 1 to Jan. 

1929 No. 270. tion. hicles on public high- commercial 65¢ to} State. by State 1. 








$1.25 per 100  Ibs.; 


ways. In lieu of per- trailers 50¢ to $1.00, 
railers 50¢ .00; 


Legislature 
sonal property tax. 















































motorcycles $4.00. — 
P.A. 1923 No. 209....| Privilege fee, motor bus tens of using high- Ee $1 per 100 Ibs. in addi-| Public Utili-/ Permanent,| Public Utilities} All........] None...... Date of issue 
operation. ways by common car- tion to registration) ties Com-| by State} Commission. of permit of permit and 
rier. tax. mission. Legislature occasion of 








increase in 
weight of fleet 
employed. 










P.A. 1925 No. 94; P.A. 
1927 No. 356. 





In lieu of property tax.| Acres in forest reserve.| 10¢ per acre........—. 






termined] by State 
by Dept. of} Legislature 
Conserva- 
















tion. 
P.A. 1925 No. 94.....| Stumpage............. Permit to cut; in lieu MG. vecccesececcoees Dept. of] Permanent,| Dept. of Conserva-] }4.........| ¥4......... 
of property tax. Conserva-| by State 
tion. Legislature 





















P.A. 1929 No. 48.....| Severance............. Severance of oil and Bec ccccsccccccesces State Tax} Permanent, 
gas; in lieu of all other t. Commis] by State 















taxes. sion. Legislature 
C.L. '15 See. 2728. ...| Poll (optional)!?......... Males, 21 to 50 years..| Flat rate.............] Sb... ee eceeeeeeeeees = View coun-| Village council....| None......} All........] Optional....]............ 
cil. cil. 
P.A. 1921 No. 326....| Privilege, boxing shows. . Privilege of conducting] Gross proceeds....... y Athletic] Permanent,| Athletic Board of} All........ 


boxing contest. 








Board of| by State 
Control. Legislature 
P.A. 1929 No. 304....| Malt tax’.............. Privilege, on sale of| Quantity sold......... Wort, 25¢ per gallon;| Secretary of] Permanent, 

wort, malt syrup, malt avrep and extract, 5¢] State. by State 
extract. per Ib. 


Control. 
























[Chart prepared by Professor Harcourt L. Caverly, University of Michigan, Ann Arbor, Michigan, and, copyrighted (1931) in his behalf by The Tax Research Foundation.] 





. 


1 In addition to the usual exemptions, such as property of public, religious, charitable institutions, ete.; property to local school districts. _ * Inoperative. * Building and Loan Associations 1/10 mill. 7 Mini 


. ne, } P ave. | ' h Aan companies: 
of corporations paying specific taxes, intangibles paying specific registry tax, automobiles paying registration fee, and fair average value of capital stock.” Railroads, interurban electric railways, express, telephone and tlegrarb, and 
stock of domestic corporations which pay tax on their personalty, are exempt. Bank stock is assessed to the owner, foreign insurance ——— exempt. 8Foreign insurance companies subject to property tax on real estate and de- 
but collected from the bank; the bank is assessed on its realty. Domestic life and fire insurance companies are taxed Posited securities in the state. * Less deductions for reinsurance, returned premiums, and dividends paid by mutual 
on net assets above liabilities under this tax. (But see note 8.) “In incorporated cities and villages controlled by companies; except in case of life companies. Reciprocal and retaliatory clauses in force. 1° Real property passing 
the charter.  # Includes railroads, union station, sleeping car, refrigerator car, other car loaning, express, telephone, to direct heirs 34 of these rates. Tax is increased to take full advantage of 80% federal estate tax rebate. 1 Aviation 


and te companies.  ¢ Assigned by constitution (Art. X, Sec. 1) to payment of interest on primary school, gasoline similarly taxed (P. A. 1929 No. 157); proceeds for local airports. 1? State Legislature its villages per- 
a he ay * cher ¢ cnecationsl funds; the balance to be credited to a primary school interest fund for distribution mission to use. Probably inoperative. 4 Administration suspended, pending test of nonstituttonality. 

















Top recovers, back curtains, and permanently attached Federal Estate Tax.—Tax on the estate of a decedent 









seat covers and floor coverings, primarily adapted for use who died June 14, 1921, although not due and payable until 
in motor vehicles, are subject to the tax on automobile the expiration of one year from the date of death, accrued 
accessories for the period January, 1922 to February 26, before the effective date of the 1921 Act, within the mean- 
1926. Wedge-shaped cushions, advertised as suitable for ing of Section 1400 (b), which saved from repeal the por- 
use in canoes and swings, are not so taxable—Court of tions of the 1918 Act covering assessment and collection of 
Claims of the United States in Crawford Manufacturing taxes then accrued under the latter act—United States 


Company, Inc. v. The United States. No. H-494. (Continued on page 263) 
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TS proposed international debt moratorium and its 
later consequences has a direct connection with taxa- 
tion in this country. Unless obstructions to business re- 
covery are cleared, income tax rates must be sharply 
increased and new forms of tax imposts devised. There 
is now a growing realization that the debt hangover from 
the World War is one of the principal obstructions to 
resumption of normal world business conditions. 


Many economists have long been convinced that Ger- 
many could not make the reparation payments to which 
she became obligated, even after the Dawes and Young 
plan modifications. Payment could not be made in money, 
and was possible, they declared, if at all, only in goods 
and services. But every nation has set up tariff bar- 
riers to prevent payment in goods. So-called payments 
were made as long as Germany could borrow from abroad, 
but with cessation of further extension of credit there 
resulted a situation threatening political and economic 
collapse. 


Since Germany is now the buffer state between Sovietism 
and Capitalism, dangerous repercussions in this country were 
imminent. It was largely out of a motive of self-preser- 
vation that steps have been taken by the Federal Reserve 
System and President Hoover to avert a catastrophe in 
Central Europe. 


While assurances are given that the emergency meas- 
ures which have been taken are made without change of 
policy in the matter of debt cancellation, it is probable 
that the public will become reconciled to a realization that 
forgiveness of the war debts will be preferable to a pro- 
tracted period of world business disturbance. 


Predictions are now being made by business and politi- 
cal leaders that a business upturn will result from delay- 
ing collection of the international debts for one year. 
Truly a remarkable change in business sentiment has oc- 
curred from the mere prospect of such a consummation. 
Undersecretary of the Treasury Mills has forestalled 
opposition from those who might have objections to 
debt payment postponement through fear of personal loss 
by suggesting that an upturn in business may be a con- 
sequence that will sufficiently increase income tax revenues 
to cover the $246,000,000 which our government would 
receive on debt account in the next fiscal year. It may be, 
as averred by Commerce and Finance, that it is costing 
the United States more in lost business to collect the war 
debts than the worth of the debts if paid. So far the 
public mind has not ascended to the point of reviewing 
the international debt situation from the standpoint of 
ethics, but it-has a sufficiently Yankee complex to be able 
to respond on a showing of economic advantage. 


AX liability of many residents of the eight community 

property states was reduced by a recent ruling of the 
Commissioner of Internal Revenue (Mim. 3879: X-23-5100) 
that the earned income of the wife in community tax cases 
will be determined in accordance with the decision of the 
Circuit Court of Appeals for the Fifth Circuit in the case of 
McLarry v. Commissioner, 30 Fed. (2d) 789, that is, where 
husband and wife render separate income tax returns on 
the community income basis, the wife may within the limi- 
tations provided in Section 209 (a) 3 of the Revenue Act 
of 1926 and Section 31 (a) 3 of the Revenue Act of 1928, 
treat as earned income one-half of the salaries, wages, and 
other income of the husband which constitutes income re- 
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ceived for personal services actually rendered. In other 
words, the ruling offers the possibility for both husband 
and wife to claim the maximum earned income credit, 
which is $30,000 under the 1928 Act and $20,000 under the 
1926 Act. 

Under prior rulings of the Bureau of Internal Revenue, 
which have been upheld by the Board of Tax Appeals, the 
wife or the one not earning the compensation for personal 
services, was held to be entitled only to an earned income 
credit of $5,000, which is allowed to everyone whether that 
much of the income was compensation for personal serv- 
ices or not. 


LTHOUGH more than 100 chain tax bills of various 
kinds were introduced in the legislatures of the 44 
states with legislatures in session this year, in only one 
state—Florida—has such a measure been enacted into law. 
Under the Florida Act a tax ranging from $5 to $40 per 
store, according to classification, is imposed and besides 
all stores are assessed a tax of $3 per year on each $1,000 
of stock carried. 

It was considered almost a certainty that a chain store 
tax would be adopted in Wisconsin, but a filibuster at the 
closing session killed the bill as finally amended with rates 
the same as the Indiana law, together with a measure pro- 
viding $2,500,000 for unemployment relief, one providing 
for an eight-hour day for industry and a number of other 
important bills. Both houses adjourned sine die on June 
27. It is expected that Governor La Follette will call a 
special session of the legislature in the fall. 

The legislatures of Alabama, Georgia and Tennessee are 
the only ones now in session, and only in Georgia is it 
probable that a chain store tax law will be passed. Funds 
must be provided for unpaid obligations incurred by the 
State of Georgia amounting to several million dollars, and 
it would not be surprising if a chain store tax is made one 
of the means of raising desperately needed revenue. 


Gg teletine that no increase in taxes will be made by 
Congress at the next session is based on the assump- 
tion that both the Republican and Democratic parties will 
hesitate to take the initiative for an increase in rates on the 
eve of a presidential election and that large appropriations 
for unemployment relief, which will become increasingly 
urgent with the advent of winter, can somehow be avoided. 

The first Treasury deficit for ten years—that for the 
fiscal year ended June 30, 1931—was $903,000,000, and an- 
other large total on the debit side of the ledger is expected 
at the close of the next fiscal year and probably for a 
third year, unless Congress takes some remedial action at 
the next session. Even if business shows a substantial 
pickup in 1932, it will be 1933 before increased revenue 
from income taxation is realized. 

Income tax collections during the fiscal year just closed 
were $1,853,466,677, a decrease of 23% from last year and a 
considerably larger decline may be expected for the current 
fiscal year. 

Customs revenues have fallen off considerably during the 
past year also. Critics of the Hawley-Smoot Tariff Act 
attribute the decline partly to this law. Customs receipts 
for fiscal year ended June 30, 1931, were $372,921,150, and 
compared with $583,275,147 the year before. 

The Federal deficit has given ammunition to agitators 
against the Prohibition Amendment. The Association 
Against the Prohibition Amendment has issued a statement 
to the effect that on a pre-Volstead per capita consumption 
basis legalizing liquor sales in 17 states would yield a tax 
revenue of over $900,000,000, or more than the amount of 
the Treasury deficit. The 17 states included in this esti- 
mate were California, Connecticut, Delaware, Illinois, Lou- 
isiana, Maryland, Massachusetts, Minnesota, Missouri, 
Montana, New Jersey, Nevada, New York, Pennsylvania, 
Rhode Island, Vermont and Wisconsin. These states 
either had no dry laws before the adoption of the Eight- 
eenth Amendment to the Federal Constitution or have 
since repealed them. 


§ merce the courtesy of the American Institute of 
Accountants, an advance copy of the June Bulletin of 
the American Institute of Accountants has been received 























































































































































































































































































































































































































































































































































which contains the report of the Institute’s Special Com- 
mittee on International Double Taxation. The Committee 
has made new and valuable suggestions for solution of 
accounting difficulties entering into the problem of a sat- 
isfactory agreement between nations for elimination of 
multiple taxation of business. The report, which is in 
tentative form, may, after further study, be elaborated and 
a revised report submitted for possible official indorsement 
by the American Institute of Accountants at the annual 
meeting next September. The preliminary draft will be 
published in a subsequent issue of The Tax Magazine. 


> Commonwealth of Pennsylvania has appealed to 
the Supreme Court from the decree of the Supreme 
Court of Pennsylvania in the case of Estate of Henry S. 
Paul, Deceased, in which it was held that the state inher- 
itance tax does not apply where decedent contracted to 
sell real property situated in the states of New Jersey and 
Missouri before death but the actual transfer of purchase 
money and deed did not occur until after death. Accord- 
ingly the property is considered real estate taxable at its 
situs. 

The majority opinion of the Supreme Court of Pennsyl- 
vania states that the Frick v. Pennsylvania case, 268 U. S. 
473, and those which followed it announce the doctrine 
that the value of foreign tangibles cannot be considered in 
whole or in part, directly or indirectly, in determining the 
amount of tax to be paid at the domicile of the owner. 
Three judges dissented with the majority decree. 


PAS and specifications for the United States Supreme 
Court building to be erected in Washington, D. C. have 
been approved and work on the superstructure of the 10 
million dollar edifice will be under way this Fall. 

The building will be three stories in height and the court- 
room will be 60 by 80 feet, about one-third larger than the 
present courtroom in the Capitol building. Each justice 
will have his own chambers and ample space has been pro- 
vided for the library. The building will be provided with a 













Letters from Washington 
on Taxes 


We write a selected list of clients a se- 
ries of letters from Washington on tax mat- 
ters which are subjects of conversation, 
but which do not ordinarily get into pub- 
lished services—the sort of thing you get 
by regular trips to Washington. Not tax 
news, nor digests of rulings, but brief re- 
ports of discussions which do not always 
appear on the surface. The letters are a 
real help to ali tax men. Clients include 
tax practitioners and corporation officers. 
May we send you a copy of our latest 
letter? 


CLIP THIS COUPON TO YGUR LETTERHEAD 


The Kiplinger Washington Agency, 
National Press Bldg., Washington, D. C. 

Please send me, without obligation, a compli- 
mentary copy of your bi-weekly tax letter. 
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modern cooling system, for which fans will be installed in 
the sub-basement. There will be a dining room and a4 
kitchen in the basement, and garage space and maintenance 
shops will be in the sub-basement. Provision has been 
made also in the basement for a press room. 


| * Lato ee mci of the United States paid taxes to Fed- 
eral, state and local governments amounting to more 
than one-third of their net earnings during the first four 
months of the current year, or 36.73 cents out of each 
dollar of net revenues received during the period, accord- 
ing to a statement transmitted to the Interstate Commerce 
Commission June 18 by the American Railway Association, 

The full text of the statement follows: 

More than one-third of their net earnings were paid by 
the railroads in taxes to the various Federal, state and 
local governments in the first four months of this year. 

Reports as to revenues and expenses for Class I railroads 
show that out of each dollar of net revenues received in 
the four months period, 36.73 cents went for taxes. 

On the basis of gross revenues, the amount of taxes for 
the four months period totaled 7.61 cents for each dollar 
thus received, the greatest amount for any corresponding 
period of record. For the same period last year, the 
amount of taxes paid by the railroads amounted to 6.62 
cents per dollar of gross revenues, while in 1920 it was 4.77 
cents. 

There has been an almost constant increase in the tax 
bill of the railroads, which in 1890 paid a total of $31,000,000 
in taxes, compared with $368,000,000 in 1930, or an increase 
of 1,087 per cent. 

The rate of increase for railway taxes in the 40 years 
from 1890 to 1930 was more than 11 times as great as the 
rate of growth in population. 

More than one-third of the property, activities and traffic 
of the railways in the first four months of 1931 were de- 
voted to producing net earnings sufficient to pay the tax 
on railway property as a whole. 
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Significant Decisions of the 
Board of Tax Appeals 


Affiliated Corporation—Allocation of Consolidated Tax. 
—Article 78 of Regulations 41, as amended by T. D. 3389, 
providing that consolidated profits taxes for the year 1917 
may be allocated by members of an affiliated group as may 
be agreed among them or that in the absence of such an 
agreement the tax will be assessed upon each corporation 
in accordance with the net income and invested capital 
properly assignable to it, approved. 

The respondent’s determination that an agreement ex- 
isted among the members of its affiliated group for the 
allocation to the petitioner of the entire consolidated 
profits tax for 1917 and the entire consolidated income and 
profits taxes for the years 1918 and 1919, approved. Ameri- 
can Textile Woolen Company et al. v. Commissioner, Dec. 
7027 [C. C. H.], Docket Nos. 9689, 20921. 


Bankruptcy—Assessments in the Case of Bankrupts.— 
Petitioner was adjudicated a bankrupt in 1923. Respond- 
ent filed with the referee in bankruptcy a claim for taxes 
for 1921, which claim was paid in full. Petitioner was dis- 
charged in bankruptcy in 1924. Thereafter, respondent 
assessed an additional tax for 1921. Held, that the dis- 
charge in bankruptcy does not bar assessment and collec- 
tion of additional tax, if any, due for the year 1921—Eh 
McDonald v. Commissioner. Dec. 7000 [C. C. H.], Docket 
No. 21042. Murdock dissented from this opinion. 


Compensation Contingent on Future Events—When 
Taxable.—Where petitioner, prior to March 1, 1913, ren- 
dered services to a corporation under an oral agreement 
that he was to be compensated therefor when the company 
came into funds, and where the amount of such compensa- 
tion was not fixed until 1925, when paid, and no proof was 
offered as to value of petitioner’s claim as of March 1, 1913, 
held, that as of that date his claim for compensation was 
contingent, indefinite and unliquidated and that the amount 
ultimately paid him is taxable when received.—William P. 
— v. Commissioner. Dec. 7002 [C. C. H.], Docket No. 
0022. 


Gifts—Taxation Under the 1924 Act.—Section 319, 
Revenue Act of 1924 levying a tax upon gifts of property 
“wherever situated” held not to apply to gifts of real prop- 
erty situated outside the United States. Promulgated June 
3, 1931.—William H. Lyman, Deceased, Elizabeth W. and 
William H. Lyman, Jr., v. Commissioner, Dec. 7005 [C. C. H.], 
Docket No. 34275. 


Losses.—Loss on real estate acquired as a residence in 
1906, abandoned as such in 1909, rented for the first time 
in 1916 and sold in 1924, was computed by taking as the 
initial basis the March 1, 1913 value——George Bullock v. 
Commissioner, Dec. 7028 [C. C. H.], Docket No. 31209. 
Sternhagen, McMahon, Trammel and Murdock dissented. 
In a dissenting opinion Trammel takes the position that 
since the transaction for profit was entered into in 1916; 
the only question to be determined is the fair market value 
of the property on the date of conversion [1916], the sale 
price received therefor in the taxable year, with adjust- 
ments for additions or improvements at the time of con- 
version or subsequently and for depreciation. 


Security Sales—Obligations of States—1. The profit de- 
rived from the exchange of deposit receipts for bonds of 
the State of West Virginia in 1920 was taxable in that year. 

2. Profit derived upon the sale or exchange of securities 
representing the obligations of a State is taxable. 

3. Interest paid to purchase or carry “tax-exempt securi- 
ties” is not deductible from income. 

4. Bonds issued by a State can not be broken down into 
elements of principal and interest with respect to the cause 
for which they are issued so that part of the proceeds of 
sale of such bonds may be treated as a collection of inter- 
est—James E. Sague v. Commissioner, Dec. No. 7029 
[C. C. H.], Docket No. 19648. 


Statute of Limitations—Where the Commissioner sends a 
notice of deficiency to a taxpayer within the statutory 
Period of limitations and the taxpayer does not appeal 
therefrom to the Board and, after the statutory period of 
limitations has tolled with respect to the determination of 
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a deficiency, the Commissioner sends a further notice of 
deficiency to the taxpayer but within the period during 
which the statute of limitations is suspended for the pur- 
pose of the assessment and collection of the deficiency 
covered by the first deficiency notice, the assessment and 
collection of the deficiency covered by the second notice 
of deficiency are barred.—Alice Wilson v. Commissioner, 
Dec. 7023 [C. C. H.], Docket No. 30079. Lansdon and 
Morris dissented from this opinion. 


Court Decisions 


(Continued from page 260) 


Circuit Court of Appeals, Seventh Circuit, in Louis B. 
Ewbank et al., Trustees under will of Volney T. Mallott, 
v. The United States of America. No. 4485. Oct. term, 
— on session, 1931. Decision of District Court af- 
rmed. 


Massachusetts legacy and succession tax is not deducti- 
ble from gross estate, under the 1918 Act, being an excise 
tax on the right to receive property by will, inheritance, 
or gift, and being assessed on the value of the legacy or 
gift or amount received by the legatee, distributee, or 
donee, and being ultimately paid by the recipient—United 
States Circuit Court of Appeals, First Circuit, in Malcolm 
E. Nichols, formerly Collector of Internal Revenue, v. Robert 
M, Leach. No. 2554. Oct. term, 1930. Reversing on this 
issue District Court decision, 42 Fed. (2d) 918, decided 
after Circuit Court of Appeals, First Circuit, had reversed 
(23 Fed. (2d) 275) District Court’s ruling that a certain 
agreement was a compromise under Section 3229 R. S. 

Estate tax paid by beneficiary, having been claimed by 
her and not by the estate, was deductible from her gross 
income of the year of payment, her check book stub rec- 
ords not constituting grounds for permitting the accrual 
basis of reporting income. The deduction should be re- 
duced by the amount of taxes subsequently recovered by 
court action. It should not include expenses incident to 
the cougt action, for the deduction of which there is no 
statutory authority.—United States Circuit Court of Ap- 
peals, First Circuit, in Mary W. Leach v. Commissioner of 
Internal Revenue. No. 2522, Oct. term, 1930. Decision of 
Board of Tax Appeals, 16 BTA 1781, affirmed. 

Refunds of estate taxes are governed by Section 3228 
Revised Statutes, which provides that all claims must be 
presented within four years after payment of the “tax, 
penalty or sum.” This latter phrase is construed to mean 
that payment of the total tax is not made or completed 
until the final payment is made. The provision in Section 
322 of the 1928 Act that a credit or refund of income or 
profits taxes “shall not exceed the portion of the tax paid 
during the two years immediately preceding the filing of 
the claim,” applies to income and profits taxes only and 
not to estate taxes or other Federal revenue taxes. Conse- 
quently, where the original estate tax was paid in 1921, and 
a deficiency of $1,727.60 was paid in 1925, a conceded over- 
payment of $4,080.81 for which a claim was filed in 1928 
and for which a timely suit was brought after rejection of 
the claim, is not limited to the last payment of the defi- 
ciency, but is allowable in full—Court of Claims of the 
United States in Jessie Norwell Hills, Executrix of Last 
Will and Testament of Alfred K. Hills, Deceased, v. The 
United States. No. L-153. 

Where a trust was created by the decedent for the 
joint lives of himself and wife, to terminate at the death of 
either and the survivor to take all, the income to be ac- 
cumulated or paid to the settlor at the trustee’s discretion, 
the entire corpus of the trust was part of the decedent’s 
gross estate.—United States Circuit Court of Appeals, First 
Circuit, in Charles S. Sargent, Jr., et al., Executors, v. 
Thomas W. White, Collector. No. 2552. District Court de- 
cision, 46 Fed. (2d) 79, affirmed. 

Under the 1921 Act the basis for gain or loss on the 
sale of securities by a decedent’s executor is the same as 
the decedent’s basis, his cost. Concurring opinions filed.— 
Court of Claims of the United States in Henry J. Myers, 
Executor of the Estate of Nathaniel Myers, Deceased, v. The 
United States. No. K-308. 

Good Will, Valuation of —The Board, in holding that the 
invested capital of a corporation succeeding a partnership 
was limited to the cost of the assets to the partnership, 
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having found that the good will acquired by the corpora- 
tion cost the partnership a substantial amount, was in 
error in refusing to allow any value because the exact cost 
to the partnership could not be definitely determined. It 
is the duty of the Board to fix on some amount, at least as 
a minimum cost.—United States Circuit Court of Appeals, 
First Circuit, in Conrad & Company, Inc. v. Commissioner of 
Internal Revenue. No. 2526. Oct. term, 1930. Decision of 
Board of Tax Appeals, 13 BTA 1332, reversed. 


In valuing good will by the earnings method (A. R. M. 
34), the Board was in error in applying the formula to a 
period of only three years, one of which was exceptionally 
poor, since abnormal years should be eliminated or a 
longer period should be used to get a fair average.—United 
States Circuit Court of Appeals, Second Circuit, in The 
White & Wells Company v. Commissioner of Internal Rev- 
enue. Board of Tax Appeals decision, 19 BTA 416, re- 
versed and case remanded. 


Income Impounded by Receiver—When Taxable.— 
Income from sale of oil and gas produced during 1916, 
impounded in the hands of a receiver to await the outcome 
of litigation, is taxable to the respondent on the cash basis 
when paid to it in 1917, the court holding that under the 
circumstances the receiver was not required nor permitted 
to file a return for 1916—United States Circuit Court of 
Appeals, Ninth Circuit, in David Burnet, Commissioner, v. 
North American Oil Consolidated (a Corporation). No. 6315. 


Decision of Board of Tax Appeals, 12 BTA 68, reversed on 
this issue. 


Injunctions to Enjoin Collection of Assessments.—Dis- 
trict Court dismisses, for want of equity, an equity suit 
brought against a Collector to enjoin collection of an 
assessment for the year 1921. The Commissioner’s 60-day 
letter was incorrectly addressed to 206, instead of 200 or 
202 South State Street, Chicago, Illinois, but was delivered 
to a person who regularly accepted mail for the complain- 
ant. The 60-day letter having been mailed on December 8, 
1925, the period of limitation on assessment which but for 
the mailing of the letter would have expired on March 15, 
1926, was extended for 60 days, and the additionaP assess- 
ment, which was made on April 6, 1926, was made within 
the extended period of four years and 60 days, and was 
valid. District Court of the United States, No. Dist. of Ill. 
in Arthur L. Whitmer v. Mabel G. Reinecke. Equity No. 7683. 

District Court’s dismissal of a bill for an injunction to 
restrain Collector from collecting income tax under the 
1928 Act is affirmed. The contention that, because the 
Federal Government has not compelled the Illinois legis- 
lature to redistrict the State into senatorial districts, it has 
failed to carry out the constitutional guaranty (Sec. 4, 
Art. IV) to the States of republican form of government, 
and thereby the citizens of Illinois are relieved from paying 
Federal income taxes, is entirely without merit. 


The 1928 Act is not unconstitutional by reason of the 
fact that the Sixteenth Amendment to the Constitution was 
ratified by the legislatures of the several States, and not by 
conventions of the people.—United States Circuit Court of 
Appeals, Seventh Circuit, in John W. Keogh v. Robert E. 
Neely, Acting United States Collector of Internal Revenue. 
No. 4494, Oct. term, 1930, Apr. session, 1931. Decision of 
Board of Tax Appeals, 16 BTA 1129, affirmed. 


Interest on Overpayments.—No interest is allowable on 

overpayments for 1918 and 1919 credited against 1920 taxes 
’ due, since the 1920 taxes were due before the overpayments 
were made. But on overpayments for 1919 made on May 
4, 1921, and January 7, 1926, credited against a 50 per cent 
fraud penalty assessed on June 22, 1926, on a deficiency 
for 1920, interest is allowed from the date of the overpay- 
ments to the date of assessment of the penalty. Unlike an 
additional tax, the penalty does not exist and is not due 
until the Commissioner has determined that fraud exists. 
On an overpayment made in 1921 for 1919 which had been 
credited against interest charged for 1920, but later re- 
funded because the interest charge was erroneous, interest 
is allowable from the date of the overpayment to the date 
of the refund.—Court of Claims of the United States in 
acy Shipbuilding Company v. The United States. No. 

Interest on a credit is allowable in accordance with the 
law in effect on the date when the Commissioner approves 
the schedule of refunds and.credits forwarded to him by 
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the Collector. Where the 1926 Act came into effect after 
the Commissioner’s original determination of an overpay- 
ment for 1921 and after the final approval of the Collector’s 
schedule of refunds and credits, the interest is governed by 
the 1926 Act. Under Section 1116 thereof no interest was 
payable on the 1921 overpayment credited against an addi- 
tional tax for 1919 assessed “on April 26, 1926—United 
States District Court, Dist. of Minnesota, Fourth Division, 
in E. E, Atkinson and Company v. United States of America. 
Law No. 2165. 

Interest on overpayments ascertained by judgments of 
the Massachusetts District Court is payable from the date 
of the respective judgments to within 30 days of the dates 
of the respective refund checks, interest having already 
been paid to the date of the judgments.—Court of Appeals 
of the District of Columbia in Andrew W. Mellon et al. v. 
United States, Ex Relatione Orono Pulp and Paper Company. 
No. 5366. Ruling of Supreme Court of the District of 
Columbia modified. 


Interest on Refunds.—Where a check for refund of taxes 
was made to the wrong person, and was returned to the 
Commissioner for correction, interest should be allowed to 
a date within thirty days prior to the date of the corrected 
check.—Court of Claims of the United States in M. J. 
Whittall Associates, Ltd., v. The United States. No. K-166. 

Interest on an original tax for 1919, not settled until 
1928 should have been collected from the due dates of the 
tax until the various dates on which overpayments for 
other years, applied in part settlement of the 1919 tax, 
were made, and on the balance remaining, interest should 
have been collected to the date of payment. The taxpayer 
may recover that part of the interest illegally collected by 
the Collector who ignored the credited overpayments, and 
collected the interest from the due dates of the 1919 tax to 
the date of final settlement.—District Court of the United 
States, So. Dist. of Ohio, West. Div., in Ohmer Fare Reg- 
ister Company v. Louis J. Huwe, Individually and as Collector 
of Internal Revenue. No. 543. 


Invested Capital—lInvested capital for 1919 and 1920 of 
a corporation reporting its income on the installment basis 
included uncollected profits from installment sales made 
prior to January 1, 1918 (when it changed from the accrual 
basis of reporting profits), and previously reported in in- 
come, but did not include any uncollected profits from sales 
made subsequent to that date—United States Circuit Court 
of Appeals, Second Circuit, in Jacob Bros. Company v. Com- 
missioner of Internal Revenue. Decision of Board of Tax 


Appeals as to profits from sales made prior to January 1, 
1918, 19 BTA 59, reversed. 


Joint Ventures—Tax Liability—The Board’s determina- 
tion of a profit from a venture by which the taxpayer and 
others formed a syndicate for the purpose of purchasing 
certain oil properties, is afirmed. The syndicate organized 
a new corporation, issued part of its stock, together with 
cash, for the properties, sold a part of the stock and turned 
the cash proceeds over to the syndicate members in repay- 
ment of their advances and expenses, and exchanged the 
remaining shares for the stock of another corporation, 
which latter stock was distributed to the syndicate mem- 
bers, thus closing the affairs of the syndicate. All this 
happened during 1919, and was treated by the Board as one 
transaction. The profit to each member was represented 
by the excess of cash received by him from the syndicate 
over the amount of his advance, and by the entire market 
value of the shares received in the final distribution, the 
value attributed by the Board being affirmed—United States 
Circuit Court of Appeals, Sixth Circuit, in Lincoln Bank and 
Trust Company and Martha C. Gwyn, Executors of Estate of 
Earl S. Gwyn, Deceased, v. Commissioner of Internal Rev- 
enue. No. 5534. Affirming on this issue decision of Board 
of Tax Appeals, 14 BTA 393. 


Liens for Taxes.—Where a lessee, prior to an income 
tax, agrees with the lessor company and its stockholders to 
pay rental direct to the stockholders, a lien for the collec- 
tion of income and profits taxes due from the lessor may 
not be impressed against funds in the possession of the 
lessee, such funds never having been in the possession of 
the lessor.—United States Circuit Court of Appeals, Sec- 
ond Circuit, in United States of America v. Western Union 
Telegraph Company, The Northwestern Telegraph Company, 
et al. Decision of District Court, 19 Fed. (2d) 157, affirmed. 
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Mortgages filed prior to date of judgment filed by the 
Government for unpaid income tax, not being disputed, 
are held to be valid prior liens. A prima facie case of 
validity and non-payment having been made, it would be 
“imposing an unnecessary burden on the holder of a mort- 
gage to require further, as a part of his prima facie proof, 
all the details surrounding the original making of the 
mortgage.” Sale of the mortgaged property is ordered, the 
proceeds to be applied as outlined in Sherwood et al. v. 
U. S., 5 Fed. (2d) 991, (applying the proceeds first to the 
mortgages, then to the tax lien, the remainder, if any, to 
go to the mortgagees.)—United States District Court, 
Eastern District of New York, in Lillian Fox v. Queens 
County Sales Co. 


Paid-in Surplus, Distributions from.—Statements in cor- 
porate resolutions that distributions be made to stockhold- 
ers aS partial withdrawals of paid-in surplus to the 
company, which surplus had been paid in immediately after 
incorporation, do not render the distributions non-taxable 
where there are accumulated earnings sufficient to cover 
the distributions. This is true notwithstanding the intent 
of the directors to return a part of the paid-in surplus to 
the three stockholders—United States Circuit Court of 
Appeals, First Circuit, in William H. Leland et al. v. Com- 
missioner of Internal Revenue. No. 2550, Oct. term, 1930. 

Personal Service Classification—1918 Act.—Personal 
service classification under the 1918 Act is denied a ware- 
house company which sold tobacco on a commission basis, 
its income not being primarily ascribable to the activities 
of its principal owners or stockholders in view of place 
occupied by the tobacco graders and auctioneers (non- 
stockholders) in producing income.—United States Circuit 
Court of Appeals, Sixth Circuit, in David G. Long v. Com- 
missioner of Internal Revenue. No. 5684. Decision of 
Board of Tax Appeals, 17 BTA 584, affirmed. 


Recovery of Taxes by Taxpayer.—Recovery of taxes 
collected after the statutory period is denied on the finding 
that collection was delayed by the filing of an abatement 
claim. The case was held to have come clearly within the 
ruling of the Supreme Court in Graham v. Goodcell, 282 
U. S. 409.—United States Circuit Court of Appeals, Fifth 
Circuit, in James W. Bass, Collector, v. The Sugarland In- 
dustries. No. 5894. Decision of District Court, 36 Fed. 
(2d) 375, reversed. 


Motion to dismiss tax-recovery action for lack of cause 
is granted, where it appeared that a corporation was suing 
to recover 1918 taxes of a partnership whose assets and 
business were taken over by the corporation in 1919, the 
corporation assuming all of the partnership’s liabilities. 
The taxes were paid voluntarily and without protest by the 
corporation in 1919. “Prior to the passage of Section 
1014(a) of that Act [Revenue Act of 1924] it was well set- 
tled that there could be no recovery of taxes paid volun- 
tarily and without protest.” That section, although 
providing that payment of a tax under protest is not a 
condition precedent to the maintenance of an action for 
the recovery of an illegally collected tax, “has been held 
to be limited not only to suits begun after its passage, 
but to suits begun as a result of transactions which arose 
after its passage, and to payments made after its passage.” 
—United States District Court, So. Dist. of New York, in 
Clift & Goodrich, Inc. v. United States of America. 44-386. 

Recovery is denied of taxes paid for 1918, no formal 
claim having been filed as a prerequisite to this suit. The 
deduction of amortization on the first complete return filed, 
and also on an amended return, but before disallowance by 
the Commissioner of the amortization deduction may not 
be regarded as the basis for the suit, since, even if the 
return should be considered as an informal claim, it was 
rejected by the disallowance of the amortization deduction 
more than six years before suit was brought. 

Recovery is denied also of that part of the overassess- 
ment for 1918 applied against additional taxes actually due 
for 1917, the only basis for the claim for recovery being 
that the amount of the overassessment was erroneous due 
to an error in stating the amount previously assessed. The 
correct tax liability for 1918 was correctly stated, and at 
least the amount applied to 1917 was actually due for 1917, 
and the error in the certificate of overassessment was ad- 
justed in a later certificate—Court of Claims of the United 
States in Edward Maxson, Receiver for the International 
High Speed Steel Company v. The United States. No. K-180. 
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Suit for recovery of tax for 1920, on the ground that the 
Commissioner erroneously failed to include items repre- 
senting good will in invested capital for that year, is barred 
where neither of two claims for refund, filed within the 
time provided by law, set forth the ground relied upon in 
this action Court of Claims of the United States in Lewis 
A. Crossett Company v. United States. No. J-580. 


Reorganizations.—Section 331 of the 1918 and 1921 Acts 
(valuation of assets for invested capital in a case of re- 
organization, etc., after March 3, 1917) is held to apply 
where a corporation, organized in 1919, took over in ex- 
change for stock the business of a partnership from one 
member who had acquired the interest of the other mem- 
ber, and, in the absence of evidence as to the amount of 
invested capital allowable to the transferor, the Commis- 
sioner’s determination is approved. 


Basis for depreciation of assets acquired for stock by a 
corporation in a reorganization in 1919, in which property 
the transferor retained an interest of 80 per cent or more, 
under the 1918 and 1921 Acts, is the cost of such assets, 
and, under the 1924 Act, is the basis in the hands of the 
transferor.—United States Circuit Court of Appeals, Sec- 
ond Circuit, in L. H. Philo Corporation v. Commissioner of 
Internal Revenue. Order of Board of Tax Appeals, 16 BTA 
130, affirmed except adjustment on account of confession 
of error by the Commissioner. 


Statute of Limitations—Refund of 1917 tax is held 
barred by Section 611 of the 1926 Act where the tax was 
assessed within the period of limitation, claim in abatement 
was filed, collection was stayed, and payment was made 
after the period of limitation on collection. United States 
Circuit Court of Appeals, Ninth Circuit, in Ada E. Pigott, 
William Pigott, Jr., and Paul Pigott, Executors of the Estate 
of William Pigott, Deceased, v. Burns Poe, Collector of In- 
ternal Revenue for the District of Washington. Ada E. 


Pigott, and Ada E. Pigott, William Pigott, Jr., and Paul 
Pigott, Executors of the Estate of William Pigott, Deceased, 
v. Burns Poe, Collector of Internal Revenue for the District 
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of Washington.—Nos. 5996 and 5997. Decision of District 
Court, 41 Fed. (2d) 273, affirmed. 

Collection of 1918 taxes was not barred by the statute of 
limitations, where assessment was made on March 6, 1925, 
within the statutory assessment period as extended by 
waiver. The assessment was valid where the assessment 
roll was signed by an authorized deputy, and the authen- 
ticity of such an official document appeared prima facie 
from its custody and its regularity on its face.—United 
States Circuit Court of Appeals, Third Circuit, in Charles 


C. Riggs v. Commissioner of Internal Revenue. N. Nelson 
Keen v. Commissioner of Internal Revenue. George H. 
Logan v. Commissioner of Internal Revenue. Henry B. 
Hutchings v. Commissioner of Internal Revenue. Nos. 4319- 
22. Decision of Board of Tax Appeals, 13 BTA 177, 


affirmed. 

Where a deduction for amortization of war facilities 
claimed in a 1918 return was, after the acceptance of the 
return, challenged upon examination and audit of the re- 
turn, the “tentative allowance” is merely a relatively final 
allowance, so there does not exist such a “tentative allow- 
ance” within the meaning of Section 278 (b) of the 1924 
and 1926 Acts as to make the statute of limitations on 
assessment inoperative——United States Circuit Court of 
Appeals, Sixth Circuit, in Commissioner of Internal Revenue 
v. Ohio Falls Dye & Finishing Works. No. 5638. Decision 
of Board of Tax Appeals, 16 BTA 1038, affirmed. 


Stock Distributions.—(1) Distribution of preferred stock 
of a holding company to stockholders of a corporation 
which had transferred its entire capital stock to the holding 
company under a five-year trust agreement is not a stock 
dividend from the original corporation, not being paid in 
its capital stock, and the transaction is one giving rise to 
a gain or loss. 

(2) Burden of proving that the preferred stock distrib- 
uted in (1) did not have the fair market value determined 
by the Commissioner is held not to have been sustained 
by the evidence. 

(3) The five-year trust agreement in (1) did not war- 
rant the postponing of profit realized on the distribution 
of the holding company _stock.—United States Circuit 
Court of Appeals, Fourth Circuit, in George M. Wright and 
William A. Moorehead v. Commissioner of Internal Revenue. 


No. 3139. Decision of Board of Tax Appeals, 19 BTA 541, 
affirmed. 


Tax-exempt Income.—Income derived from the sale of 
oil and gas produced by the lessee from school lands owned 
by the State of Oklahoma and leased to the taxpayer for 
oil and gas purposes is exempt from Federal tax, on the 
authority of Gillespie v. Oklahoma, 257 U. S. 501, in which 
it was held that the State of Oklahoma could not impose a 
tax on the net income derived by the lessee from leases of 
restricted Indian lands. Dissenting opinion filed—Court 
of Appeals of the District of Columbia in Coronado Oil and 
Gas Company v. David Burnet, Commissioner of Internal Rev- 
enue. No. 5115. Board of Tax Appeals’ decision, 14 BTA 
1214, reversed on this issue. 


Trust Distinguished from Association.—Real estate trust 
was not an association taxable as a corporation for the 
years 1923 to 1926, where, although the trustees had 
powers of a broad character, they did not exercise them 
and were not carrying on business after the form and 
manner of a corporation. The trustees held no meetings, 
had no bank account, and kept no books. The rents when 
collected were turned over to the beneficiaries.—United 
States Circuit Court of Appeals, First Circuit, in Lansdowne 
Realty Trust v. Commissioner of Internal Revenue, No. 2545, 
Oct. term, 1930.—Decision of Board of Tax Appeals, 20 
BTA 119, reversed. 

Massachusetts real estate trust is held taxable as a trust, 
on the basis of its actual activities as distinguished from 
the “potentialities of the organization.” “These two trus- 
tees have no business office; they hold no formal meetings; 
they merely consult with each other; they have hired no 
officers, employed no agents to procure subscriptions to the 
capital of their trust; they have sold one parcel of real 
estate and bought another, otherwise their real estate hold- 
ings are as originally; they have so arranged their leases 
as not to require them to run heating plants, or even pro- 
vide janitor or elevator service. In sum their actual per- 
formance is indistinguishable from that of ordinary 
testamentary trustees.”—United States Circuit Court of 
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Appeals, First Circuit, in Robert H. Gardiner et al., Trustees, 
». United States of America, No. 2531, Oct. term, 1930. Deci- 
sion of the District Court, 43 Fed. (2d) 450, reversed and 
remanded. The District Court held that if this trust were 
not held taxable as an association, the relief afforded by 
Section 704 (a) of the Act of 1928 would have applied to 
capital stock taxes as well as to income and profits taxes. 

Kaauila Land Trust, a Massachusetts trust, was taxable 
as a trust during 1922, 1923, and 1925. The trust was 
formed for the purpose of liquidating real estate holdings 
transferred to it by the Honolulu Rapid Transit Co., Ltd., 
and the payment of the proceeds to the certificate holders. 
The beneficiaries had no voice in the management of the 
property, nor did the grantor of the trust. The trustees 
maintained no office, and their activities were confined to 
the furtherance of liquidation and distribution—United 
States Circuit Court of Appeals, Ninth Circuit, in Commis- 
sioner of Internal Revenue v. C. H. Atherton et al., Trustees 
of Kaauila Land Trust. No. 6412. Decision of Board of 
Tax Appeals, 19 BTA 1172, affirmed. 


Trusts, Income from.—Amount received by the taxpayer 
as a life beneficiary under a testamentary trust pursuant to 
a compromise agreement between the interested parties 
was all income. Furthermore, it is held that the taxpayer’s 
contention that the petitioner’s interest in the trust estate 
created under the will or by the agreement is an exhaust- 
ible asset must fail. 

No part of an advance made in 1923 by a trustee of a 
sum to pay the taxes of a trust estate of which the trustee 
and his wife were part owners is deductible in 1923 by the 
trustee and his wife, as a bad debt or as taxes. The ad- 
vance was repaid by the trust in 1924, at which time the 
trustee and his wife treated the sums repaid as income. 
The transaction affected their income for neither year. 

Net losses of a trust may not be deducted by the bene- 
ficiaries in their individual returns in proportion to their 
trust interests, as in a partnership. Although Art. 332 of 
Reg. 62 provides that the regulations governing partner- 
ships are generally applicable to estates or trusts, the stat- 
utory differences between a trust and a partnership, making 
the one a taxpayer and the other not, forbid such treat- 
ment.—United States Circuit Court of Appeals, Fifth Cir- 
cuit, in Clarence M. Busch and Bonnie M. Busch v. Commis- 
sioner of Internal Revenue. No. 5899. Decision of Board 
of Tax Appeals, 17 BTA 5459, affirmed. 


Waiver—Jeopardy Assessment—Liability for Taxes.— 
Waivers signed in 1924 by the former president of a cor- 
poration which had transferred all its assets to another 
corporation in 1921 and was dissolved in 1923, are valid, as 
the signing of the waivers were steps in the liquidation. 

Where a jeopardy assessment was made for 1920 within 
five years after the return was filed, and a notice of such 
assessment was mailed within sixty days, the notice was 
timely although the five-year period had expired when it 
was mailed. 

Although the transferee of one member of an affiliation 
is liable only for the taxes of that member and not for 
those of the other members of the group, in the absence 
of an apportionment agreement, this fact does not inval- 
idate a deficiency notice which erroneously asserted the 
total taxes of the group again®t the transferee. 

A certificate of discharge of a tax lien, while conclusive 
that the lien is extinguished, is not conclusive that the tax 
has been paid, and such a certificate does not extinguish 
all further liability for taxes. ‘ 

Reasonable construction and application of Section 280 
of the 1926 Act do not call for unwarranted power. “The 
better reasoning seems to be in favor of the validity of the 
section.” United States Circuit Court of Appeals, First 
Circuit, in Commissioner of Internal Revenue v. Angier Cor- 
poration. Nos. 2516 and 2517, Oct. term, 1930. Decision of 
the Board of Tax Appeals, 17 BTA 1376, reversed on the 
first issue and affirmed on the remaining issues. 

Waivers, Validity of —Waiver of the statutory period for 
assessment under the 1924 and the 1926 Acts is not limited 
to one consent agreement, a subsequent agreement exe- 
cuted after the five-year period being valid.—United States 
Circuit Court of Appeals, Seventh Circuit, in Thiel Service 
Company (formerly The Thiel Detective Service Co.) v. Com- 
missioner of Internal Revenue. No. 4393, Oct. term, 1930, 
Apr. session, 1931. Decision of Board of Tax Appeals, 17 
BTA 1114, affirmed. 
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Rulings of the Bureau of Internal Revenue 


Community Property.—Income which is determined to 
be community income under the laws of California relating 
to community property is not changed into separate income 
by virtue of the enactment in 1929 of Section 2419 of the 
Civil Code of California relating to partnership property.— 
G. C. M. 9422: X-22-5084, p. 11. 

Reference is made to Mimeograph 3853 (Bulletin X-2, 4), 
and Mimeograph 3859, dated February 9, 1931 (Bulletin 
X-9, 2), advising those concerned of the decisions of the 
Supreme Court of the United States in the community 
property income test cases from the States of Arizona, 
California, Louisiana, Texas, and Washington, and provid- 
ing for the completion of the audit in accordance with 
those decisions of returns filed on the community property 
income basis by taxpayers domiciled in all community 
property States, including Idaho, Nevada, and New 
Mexico. 

The earned income credit of the wife in community in- 
come cases will be determined in accordance with the de- 
cision of the Circuit Court of Appeals for the Fifth Circuit 
in the case of McLarry v. Commissioner (30 Fed. (2d), 789), 
that is, where husband and wife render separate income tax 
returns on the community income basis, the wife may 
within the limitations provided in Section 209 (a) 3 of the 
Revenue Act of 1926 and Section 31 (a) 3 of the Revenue 
Act of 1928, treat as earned income one-half of the salaries, 
wages, and other income of the husband which constitutes 
income received for personal services actually rendered by 
him. The provisions of I. T. Mimeograph 3283 (C. B. IV-1, 
14) and any other rulings and instructions relating to the 
earned income credit of the wife in such cases are hereby 
modified to the extent that they are inconsistent with the 
opinion of the court in the McLarry case—Mim. 3879: 
X-23-5100, p. 4. . 

Credit for Taxes Paid to Foreign Country—Where a 
taxpayer keeps his books of account on the accrual basis 
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Saving Taxes 
in Drafting 
Wills and Trusts 


By 
J. J. ROBINSON 
Tax Counsel, Chicago Title and Trust Company 


“The practical experience of the author, as tax 
counsel for a large trust company, is well reflected 
in the practical attitude and outlook which char- 


acterizes the book.” 
ILLINOIS LAW REVIEW 






This work, of an intensely practical nature, 
is designed as an aid to lawyers and trust 
officers in drawing or examining wills and 
trust instruments with the view of mini- 
mizing inheritance, estate and income taxes 
for estates and beneficiaries. 


It sets forth the important tax questions 
involved in wills and in the various kinds 
of trust instruments, together with author- 
ities, and presents practical suggestions for 
tax savings gained by research and the au- 
thor’s experience. 


The important subject of reservation is 
given particular attention, including such 
questions as: 


—of the right to revoke the trust 

—of the right to withdraw limited amount of 
principal on demand 

—of the right to amend but not to withdraw 
principal 

—of the right to change beneficiaries 

—of the right to annuity during life 

—of the right to entire income during life 

—of the right to part of the income during life 

—of the right to a life estate in real property 

—of the right to a possible reversionary interest 
in the income 

—of the right to a possible reversionary interest 

in the corpus 

—of the right to supervise trust investments 

—of the right to require trustee to execute proxies 

—of the right to vote stock held in trust 

—of the right to control the making of leases by 
the trustee 

—of the right to appoint successor trustees 

—of the right to the income if personal income 
falls below a certain amount 

—of the right to manage the trust fund. 


The time to protect estates and beneficiaries 
against excessive taxes is when the 
instrument is drawn 


THE BUSINESS BOOK CONCERN 
205 West Monroe Street, Chicago 


Send Robinson “Saving Taxes in Draft- 
ing Wills and Trusts,” $7.50. 


Name ... 


Addves*:. 655s. 
[] Check encl. 
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a credit for taxes paid to a foreign country must also be 
taken on that basis and the time of payment of the taxes 
has in such case nothing to do with the time of credit. A 
taxpayer whose books of account are kept on the cash re- 
ceipts and disbursements basis has the privilege of taking 
the credit for foreign taxes on an accrual basis, but if he 
elects to do so the credit for foreign taxes with respect to 
all subsequent years must be taken upon the same basis.— 
G. C. M. 9459: X-22-5082, p. 2. 

Estate and Inheritance Taxes, Deduction of.—The trus- 
tees of a residuary estate consisting of both realty and per- 
sonalty devised and bequeathed in trust for others are 
devisees and legatees within the meaning of Section 703 of 
the Revenue Act of 1928, and may, under the circumstances 
of the instant case, claim as a deduction the full sum of the 
estate tax paid from income taxable to the trust as an 
entity.—G. C. M. 9490: X-24-5104, p. 7. 

Oregon Real Estate Tax, Deductions for.—Only one-half 
of the Oregon tax upon real estate is imposed upon one of 
the tenants by the entirety in the sense contemplated by 
Section 23(c) of the Revenue Act of 1928 and Article 151 of 
Regulations 74, the other one-half being imposed upon the 
other tenant; and, correspondingly, only one-half thereof is 
deductible by one of the tenants in his or her separate re- 
turn.—G. C. M. 9234: X-24-5102, p. 2. 

Penalties—Revenue Act of 1926.—Where distraint was 
made upon the bank account of a taxpayer in order to col- 
lect an outstanding tax, and it became necessary to insti- 
tute suit against the bank, the amount recovered to satisfy 
the judgment rendered in favor of the United States should 
not be treated as a penalty imposed upon the bank, but 
should be credited against the outstanding tax liability of 
the taxpayer.—I. T. 2577: X-23-5094, p. 14. 

Securities, Losses on Sale of.—The taxpayer purchased 
10 lots of y shares each of a certain stock in 1929 and sold 
5 lots, each of that amount, during the year. Within 30 
days of the date of each sale there was a corresponding 
purchase of a similar lot of the stock. None of the sales 
made showed a gain over the basis of the oldest lot on 
hand at the time of the sale. In each instance the identity 
of the lot sold can not be determined. 

Held, that no deductible loss was sustained and the effect 
of Section 113(a)11 of the Revenue Act of 1928 is to apply 
the indicated loss in each instance to increase the basis of 
the stock, the purchase of which necessitates the disallow- 
ance of the loss under the wash sale provisions of the Act. 

Statute of Limitations—Act of 1926.—The running of the 
statutory period for making an assessment of any defi- 
ciency in tax is suspended where a 60-day letter is mailed 
to the taxpayer, and, where no appeal is taken to the Board 
of Tax Appeals, the Commissioner may, within the period 
so suspended, issue a second 60-day letter notifying the 
taxpayer of any additional deficiency not included in the 
original notice.—G. C. M. 9541: X-24-5105, p. 14. 

Students’ Association of State University, Tax Liability. 
—Salaries of athletic coaches and other employees paid by 
the students’ association of the University of the State of 
R, a corporation separate and distinct from the university, 
are subject to income tax.—I. T. 2575: X-22-5081, p. 2. 

Taxes Held Unconstitutional, Deductions for—The Su- 
preme Court of the State of Oregon has held invalid and 
unconstitutional chapter 429 of the General Laws of Ore- 
gon, 1929, which imposes a tax on the income derived from 
intangibles by natural persons and fiduciaries. 

Held, to allow as a final deduction for 1930 the amount 
of taxes paid on income from intangibles and to treat such 
amount as income when refunded in case the tax is held 
to be unconstitutional by the United States Supreme Court 
would not be warranted.—I. T. 2578: X-25-5111, p. 2. 

Tax Liens.—Public, No. 862, Seventy-first Congress (26 
U.S. C. A., Section 136, Bulletin X-12, 19) (except section 5), 
covers tax liens, as well as other liens, held or claimed by 
the United States on real estate, but does not repeal Sec- 
tion 3207 of the Revised Statutes, as amended. In so far 
as they overlap, Public, No. 862, creates an additional 
remedy to that provided in Section 3207 of the Revised 
Statutes, as amended.—G. C. M. 9453: X-23-5095, p. 17. 

Trading with the Enemy Act——The phrase “any period” 
in Section 24(e), Trading with the Enemy Act, as amended, 
contemplates the particular period within any taxable year 
(not the taxable year as a unit) during which the property 
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is in custody. The period during which the taxpayer re- 
tained the custody of its property and carried on its busi- 
ness under licenses is not within the purview of Section 
24(e), Trading with the Ememy Act, as amended.—G. C. M. 
9503: X-25-5115, p. 16. 


Application of Net Loss Provisions of Section 117, 
Revenue Act of 1928, To Taxpayers En- 
gaged in Stock Market Transactions 


HE term “net loss” as used in Section 117 of the 
Revenue Act of 1928 applies to a net loss during the 
taxable year in a trade or business regularly carried on by 
the taxpayer. Therefore, in order to be entitled to claim 
an allowance for a “net loss” the taxpayer must have 
suffered an actual net loss in a trade or business during the 
taxable year. Whether or not a taxpayer’s activities, and 
particularly his activities involving stock market trans- 
actions, constitutes a “trade or business” as that term is 
contemplated by the statutory provisions is purely a ques- 
tion of fact in each case, and no general rule can be laid 
down which would be determinative of this issue in all 
cases in which the question arises. The cases hereinafter 
cited are briefly discussed herein with a view to providing 
information and guidance in properly classifying the activi- 
ties of taxpayers engaged in stock market transactions. 
In Ignaz Schwinn v. Commissioner, 9 B.T.A. 1304, (Acq. 
C. B. VII-1, 28), a loss resulting from a sale of certain 
shares of stock was held to be a loss sustained in the peti- 
tioner’s trade or business. The Board in its opinion enun- 
ciated certain fundamental principles which are deemed 
worthy of mention. The Board stated: (1) losses from 
isolated transactions entered into for profit are separately 
considered from those incurred in trade or business; (2) 
when the expression “trade or business” is used in the 
statute in connection with losses it would seem to refer to 
a regular occupation or calling of the taxpayer, for the 
purpose of livelihood or profit; (3) this is one of the ac- 
cepted definitions of tle term “business” and is probably 
its most usual legal sense (Flint v. Stone Tracy Co. (1911), 
220 U. S. 107, 171); (4) it has been recognized by the courts 
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and by the Bureau of Internal Revenue that a person can 
be engaged in more than one trade or business, (Mente v, 
Eisner (1920), 266 Fed. 161, certiorari denied, 254 U. S. 635; 
41 Sup. Ct. 8); (5) it is not necessary under the language 
of the Act (1924) that the activities in question form the 
taxpayer’s principal trade or business; it is sufficient that 
they may of themselves be régarded as an occupation or 
business; (6) it is recognized that a single, isolated activity 
or transaction is not sufficient to constitute a business or 
vocation (Cooper Manufacturing Co. v. Ferguson (1885), 113 
U. S. 727; Woods v. Lewellyn (1921), 289 Fed. 498). In this 
case the petitioner devoted the largest part of his business 
time to, and made the most money from speculating in 
stocks, grain and other commodities. He also had large 
sums of money involved in his marginal dealings. The 
loss resulting from disposition of the stock made the 
subject of sale was held to be a loss sustained with respect 
to property held primarily for sale in the course of the 
petitioner’s trade or business. 

In the Appeal of J. J. Harrington, 1 B.T.A. 11, the Board 
held that the petitioner, who was regularly employed on a 
salary, who made five purchases of securities during 1921 
from brokers and one sale of securities at a loss which 
exceeded his income for 1921, was not entitled to the appli- 
cation of the net loss provisions, since the loss sustained 
did not result from the operation of a business regularly 
carried on by the petitioner. 

In Oscar E. Rehm v. Commissioner, 16 B.T.A. 1045, 
the petitioner was president, acting manager and principal 
stockholder of the Rehm, Zeiber Co., a corporation, such 
duties requiring at least three-fourths of his time. He was 
thus enabled to maintain a close watch on the stock market. 
He had for many years traded in the market “off and on.” 
The Board held that his transactions were merely isolated 
and occasional and did not constitute a trade or business. 

In FE. M. Elliott v. Commissioner, 15 B.T.A. 494, Acq. 
C.B. VIII-2, 15, the Board in its decision held that the 
purchases and sales of cotton futures and stocks by peti- 
tioner occurred with regularity throughout the years 
involved in the appeal; that the purchases and sales in 
question were the result of petitioner’s constant personal 
attention; that such transactions constituted a trade or 
business regularly carried on whether tested by the number 
of transactions, the amount of personal time and effort 
devoted to that business (in this case 75% of petitioner’s 
business hours), or the duration of the periods in which 
the petitioner was active; and that his dealings in cotton 
futures and stocks were, at least for the year 1921, when 
the loss was sustained, the principal activity of the peti- 
tioner. 

In Richard D. Wyckoff v. Commissioner, 19 B.T.A.. 263, 
Acq. C.B. IX-2, 66, the petitioner during the taxable year, and 
for several years before and after, was a trader in stocks 
and bonds on the New York market on his own account. 
His operations were extensive and his trading included 
many popular speculative stocks and some in which he 
was interested as a promoter. Some of his transactions 
were for investment purposes, but most were on margin 
and speculative. The Board held that petitioner was regu- 
larly engaged in and carried on the business of buying and 
selling stocks and bonds, mostly of a speculative nature. 
The net loss was held deductible. 

In Harry F. Harper v. Commissioner, 20 B.T.A. 143, Non- 
acq. Internal Revenue Bulletin X-5, 2, the petitioner’s voca- 
tion was that of president of a large manufacturing 
company, at a salary of $25,300 a year. He invested his 
money in various corporations through stock purchases, 
loans and endorsement of notes. The Board was of the 
opinion that the activities of the petitioner with respect to 
stock transactions and financial promotions were sufficient 
to constitute them a regular trade or business within the 
meaning of the statute. The Bureau took the position that 
the petitioner’s ventures appeared to be casual over a long 
period of years and were not a trade or business regularly 
carried on by him. 

In W. H. Ostenberg et al. v. Commissioner, 17 B.T.A. 738, 
Nonacq. C.B. IX-1, 72, it appeared from the evidence that 
Ostenberg was a capitalist and an investor on a large scale. 
He invested in stocks and bonds and in various enterprises 
which showed a prospect of profit. Such investing and 
connections with the various enterprises in which he was 
interested constituted the only business he had, the source 
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of his income, and his means of livelihood. The Board 
held that petitioner was regularly engaged in carrying on 
a trade or business, and that the net loss provisions were 
applicable to the case. In a dissenting opinion, Mr. Smith 
stated: “In my opinion an investor in stocks and bonds 
of corporations for profit for himself is not entitled to the 
benefits of Section 204 of the applicable taxing Act, and I 
do not see how this case can be differentiated from the case 
of the ordinary investor.” This was substantially the posi- 
tion of the Bureau in the case. 

In I. T. 1818, C.B. II-2, 39, consideration was given the 
case of a taxpayer, who was not a member of a stock ex- 
change, had no place of business, did not make purchases 
and sales of securities for others, but devoted the greater 
part of his time in keeping in touch with the stock market 
and in giving orders to his broker for the purchase and sale 
of securities. He had no other trade or business. It was 
held that he was engaged in the business of buying and 
selling securities for the purpose of claiming the benefit 
of a net loss sustained in the operation of a trade or 
business. 

G. C. M. 2463, C.B. VI-2, 170, concerned a case in which 
the taxpayer had many times more money invested in secu- 
rities than in his other business which consisted of manu- 
facturing. He spent more than one-half his time in 
attending to his transactions in securities, and during a 
five-month period alone in 1919 he had more than seventy 
separate transactions. Securities were bought to be sold 
for a profit and not to be held as an investment. It was 
held that taxpayer’s transactions in securities were suff- 
cient to constitute a business regularly carried on, and a 
loss sustained therein in 1919, should be considered in 
applying the net loss provisions of the statute. 

As heretofore stated, the determination of whether losses 
from the sale of securities result from the operation of a 
trade or business regularly carried on by the taxpayer 
resolves itself into a question of fact. The decision in each 
case, therefore, is dependent upon the particular state of 
facts presented.—Mim. 3883-R. A. No. 591. 
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Taxation of Condemnation Awards 
(Continued from page 255) 


We think it follows from these decisions, particularly 
from the one last cited, (Panhandle Oil Co. v. Knox, 277 
U. S. 218), that the sale of motorcycles to a state agency, 
such as a municipal corporation, for use in its police serv- 
ice is not subject to taxation by the United States. The 
maintenance of a police service by such a state agency, 
like the maintenance of a coast guard service by the 
United States, is a governmental function; and that func- 
tion extends—in one instance as much as in the other—to 
the purchase of equipment and supplies needed to render 
the particular service efficient. 

Under the constitutional principle the exertion of such a 
function by a state or a state agency has the same immu- 
nity from Federal taxation that like exertions by the United 
States or its agencies have from state taxation. Here the 
tax is laid directly on the sale to a governmental state 
agency of an article purchased for governmental purposes. 
The sale and purchase constitute a single transaction in 
which the purchaser is an essential participant. Without 
that participation the sale could not be effected. Thus, 
the transaction falls within the class which the United 
States cannot tax consistently with the constitutional prin- 
ciple. 

As shown herein the exercise of the right of 
eminent domain is the exercise of an essential gov- 
ernmental function. It seems clearly evident from 
the above decisions of the United States Supreme 
Court that the law is that the United States cannot 
tax an essential governmental function of a state 
or a political subdivison thereof. These decisions 
also indicate that the profits on New York City con- 
demnation awards are tax exempt for the reason that 
a tax upon such profits would be a direct hamper 


upon New York City to make the best terms that it 
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can in determining the amount of just compensa- 
tion to be paid. If it is unconstitutional for the 
United States to tax the salaries of state officers, or 
to levy a stamp tax on bonds, or for a state to put a 
tax on gasoline sold to the Federal Government, etc., 
it appears to be likewise unconstitutional to tax 
just compensation paid by a state for property taken 
for public use through the exercise of the right of 
eminent domain. 
























































Amendments of Regulations 


Extension of Time for Payment of a Deficiency 


HE second paragraph of Article 1234 of Regula- 

tions 69 and Article 1173 of Regulations 74 have 
been amended (T. D. 4315: X-23-5091, p. 7) by add- 
ing at the end of each paragraph a new sentence. As 
amended the paragraphs read as follows (new mat- 
ter in italic) : 

An application for an extension of time for the payment 
of a deficiency should be made under oath on Form 1127 
and must be accompanied by evidence showing that undue 
hardship to the taxpayer would result if the extension were 
refused. The extension will not be granted on a general 
statement of hardship, but in each case there must be 
furnished a statement of the specific facts showing what, if 
any, financial loss or sacrifice will result if the extension is 
not granted. Wherever practicable a certified statement of 
assets and liabilities of the taxpayer should be submitted. 
The application, with the evidence, must be filed with the 
collector, who will at once transmit it to the Commissioner 
with his recommendations as to the extension. When it is 
received by the Commissioner, it will be examined immedi- 
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ately and, if possible, within 30 days will be rejected, ap- 
proved, or tentatively approved subject to certain 
conditions of which the taxpayer will be immediately noti- 
fied. The Commissioner will not consider an application for an 
extension of time for the payment of a deficiency unless such 
application is made on or before the date prescribed for pay- 


ment thereof, as shown by the notice and demand from the 
collector. 


Inspection of Returns 


REASURY Decision 3856 (C. B. V-1, 106), as 

amended: by Treasury Decisions 4187 (C. B. 
VII-2, 161), 4264 (C. B. VITI-1, 93), and 4291 (C. B. 
IX-1, 127) (being regulations prescribed by the 
Secretary of the Treasury and approved by the 
President, applicable to the inspection of returns 
under the Revenue Act of 1928 and prior Revenue 
Acts), have been amended (T. D. 4317: X-24-5109, 
p. 3) by changing paragraphs 3, 5, 6, 7, 8, and 9 
thereof to read as follows: 


3. Information returns and other written statements filed 
with the Commissioner of Internal Revenue designed to 
be supplemental to or to become a part of tax returns shall 
be subject to the same rules and regulations as to inspec- 
tion as are the tax returns themselves. 

5. The return of an individual shall be open to inspection 
(a) by the person who made the return, or by his duly 
constituted attorney in fact; (b) if the maker of the return 
has died, by the administrator, executor, or trustee of his 
estate, or by the duly constituted attorney in*fact of such 
administrator, executor, or trustee; (c) in the discretion of 
the Commissioner of Internal Revenue, by any heir at law, 
next of kin, or beneficiary under the will, of such deceased 
person, upon a showing that such heir at law, next of kin, 
or beneficiary has a material interest which will be affected 
by information contained in the return, or by the duly con- 
stituted attorney in fact of such heir at law, next of kin, or 
beneficiary; and (d) in the discretion of the Commissioner 
of Internal Revenue, and at such time and in such manner 
as the Commissioner may prescribe for the inspection, by 
an officer of any State having a law imposing an income 
tax upon the individual, upon written application signed by 
the governor of such State under the seal of the State, 
designating the officer to make the inspection and showing 
that the inspection is solely for State income tax purposes. 

6. A joint return of a husband and wife shall be open 
to inspection (a) by either spouse for whom the return was 
made, upon satisfactory evidence of such relationship being 
furnished, or by his or her duly constituted attorney in 
fact; (b) if either spouse has died, by the administrator, 
executor, or trustee of his or her estate, or by the duly 
constituted attorney in fact of such administrator, executor, 
or trustee; (c) in the discretion of the Commissioner of 
Internal Revenue, by any heir at law, next of kin, or bene- 
ficiary under the will, of such deceased spouse, upon a 
showing that such heir at law, next of kin, or beneficiary 
has a material interest which will be affected by informa- 
tion contained in the return, or by the duly constituted 
attorney in fact of such heir at law, next of kin, or bene- 
ficiary; and (d) in the discretion of the Commissioner of 
Internal Revenue, and at such time and in such manner as 
the Commissioner may prescribe for the inspection, by an 
officer of any State having a law imposing an income tax 
upon either spouse, upon written application signed by the 
governor of such State under the seal of the State, desig- 
nating the officer to make the inspection and showing that 
the inspection is solely for State income tax purposes. 

7. The return of a partnership shall be open to inspection 
(a) by any individual who was a member of such partner- 
ship during any part of the time covered by the return 
upon satisfactory evidence of such fact being furnished, or 
by his duly constituted attorney in fact; (b) if a member of 
such partnership during any part of the time covered by 
the return has died, by the administrator, executor, or 
trustee of his estate, or by the duly constituted attorney 
in fact of such administrator, executor, or trustee; (c) in 
the discretion of the Commissioner of Internal Revenue, 
by any heir at law, next of kin, or beneficiary under the 
will, of such deceased person, upcn a showing that such 
heir at law, next of kin, or beneficiary has a material in- 
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terest which will be affected by information contained jn 
the return, or by the duly constituted attorney in fact of 
such heir at law, next of kin, or beneficiary; and (d) in the 
discretion of the Commissioner of Internal Revenue, and 
at such time and in such manner as the Commissioner may 
prescribe for the inspection, by an officer of any State hay- 
ing a law imposing an income tax upon the partnership or 
upon any member thereof in respect of income therefrom, 
upon written application signed by the governor of such 
State under the seal of the State, designating the officer 
to make the inspection and showing that the inspection js 
solely for State income tax purposes. 

8. The return of an estate shall be open to inspection 
(a) by the administrator, executor, or trustee of such 
estate, or by his duly constituted attorney in fact; (b) in 
the discretion of the Commissioner of Internal Revenue, 
by any heir at law, next of kin, or beneficiary under the 
will, of the deceased person for whose estate the return 
is made, upon a showing of material interest which will be 
affected by information contained in the return, or by the 
duly constituted attorney in fact of such heir at law, next 
of kin, or beneficiary; and (c) in the discretion of the 
Commissioner of Internal Revenue, and at such time and 
in such manner as the Commissioner may prescribe for the 
inspection, by an officer of any State having a law imposing 
an income tax upon the estate or upon any beneficiary of 
the estate in respect of income therefrom, upon written 
application signed by the governor of such State under the 
seal of the State, designating the officer to make the in- 
spection and showing that the inspection is solely for State 
income tax purposes. 

9. The return of a trust shall be open to inspection (a) 
by the trustee or trustees, jointly or severally, or the duly 
constituted attorney in fact of such trustee or trustees; 
(b) by any individual who was a beneficiary of such trust dur- 
ing any part of the time covered by the return, upon satis- 
factory evidence of such fact being furnished, or by his 
duly constituted attorney in fact; (c) if any individual who 
was a beneficiary of such trust during any part of the time 
covered by the return has died, by the administrator, 
executor, or trustee of his estate, or by the duly consti- 
tuted attorney in fact of such administrator, executor, or 
trustee; (d) in the discretion of' the Commissioner of In- 
ternal Revenue, by any heir at law, next of kin, or bene- 
ficiary under the will, of such deceased person, upon a 
showing that such heir at law, next of kin, or beneficiary 
has a material interest which will be affected by informa- 
tion contained in the return, or by the duly constituted 
attorney in fact of such heir at law, next of kin, or bene- 
ficiary; and (e) in the discretion of the Commissioner of 
Internal Revenue, and at such time and in such manner as 
the Commissioner may prescribe for the inspection, by an 
officer of any State having a law imposing an income tax 
upon the trust or upon any beneficiary of the trust in re- 
spect of income therefrom, upon written application signed 
by the governor of such State under the seal of the State, 
designating the officer to make the inspection and showing 
that the inspection is solely for State income tax purposes. 





War Policies in Taxation 
(Continued from page 253) 


possibility of the destruction of the economic ma- 
chine by taking more than the profits, the measure of 
the tax could probably not in practice be more than 
80 per cent. So far as possible war profits should be 
broadly treated as excess of income during a war 
year over pre-war income, the pre-war period to be 
the nearest representative period not vitally affected 
by conditions of the war. Special temporary deduc- 
tions would have to be permitted in the determina- 
tion of the profits to take account of probable results 
of post-war deflation. With such allowances war 
profits should be taxed at a-maximum rate. The 
amount of income remaining after the deduction oO! 
the war profits tax should of course be subjected to 
income tax rates framed to meet the then existing 
(Concluded on page 274) 
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Are you posted? 
Are you up-to-date? 
Does your practice pay? 









































How about your office? 
Have you labor-saving devices? 
Have you a definitely planned system? 


Do you know the important forwarders? 
Are you interested in the bankruptcy law? 
Do you know what the legislatures are doing? 


Do you know who’s who in the legal world? 
Do you know how to deal with house agencies? 
Do you care for stimulating and interesting articles? 


THE ANSWER IS 


THE COMMERCIAL LAW JOURNAL 


Subscription to the Journal is included in the annual dues, 
$6.50, for membership in the Commercial Law League of 
America. 


For full information address the Executive Secretary, 
Martin J. Teigan, 

111 West Monroe Street, 

Chicago. 
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conditions. A war profits tax so conceived would 
probably eliminate war profits. Post-war adjust- 
ments not taken into account in reckoning the tax 
would be very likely to absorb all or a large part of 
any amount of the profits which for practical reasons 
would not be taken from the taxpayer in the first 
instance. 

Working out a carefully formulated war profits 
tax is a matter of calling for the most careful effort 
on the part of some body of experts, who, uninflu- 
enced by actual emergency conditions, could study 
the problem in the requisite detail and carefully 
formulate at least the framework of a statute which 
would be both workable and effective. 


Amendment of Rules of Practice of 
Board of Tax Appeals 


The Board of Tax Appeals has announced the 
promulgation of amended rule 5 to the February, 
1931, edition of the Rules of Practice, as follows, 
effective from June 9, 1931: 


Rute 5. INITIATION OF A PROCEEDING—PETITION 


A proceeding shall be initiated by filing with the Board 
a petition, as provided in rules 6, 7, and 8 The petition 
shall be complete in itself so as fully to inform the Board 
of the issues to be presented. It shall contain: 

(a) A caption in the following form: 


UNITED STATES BOARD OF TAX APPEALS 


ae ee ee Ent Met , Petitioner, 
v. Docket No... 
Commissioner of Internal Revenue, Respondent. 


PETITION , 

(b) Proper allegations showing jurisdiction in the Board. 

(c) A statement of the amount of the deficiency [er lia- 
bility as the case may be], determined by the Commissioner, 
the nature of the tax, the period for which determined, 
and the amount thereof .(as nearly as may be computed) 
in controversy. 

(d) Clear and concise assignments of error alleged to 
have been committed by the Commissioner. Such assign- 
ments of error shall be numbered. 

(e) Clear and concise numbered statements of the facts 
upon which the petitioner relies as sustaining the assign- 
ments of error; except those assignments of error in re- 
spect of which the burden of proof is by statute placed 
upon the Commissioner. (See sections 601, 602, of the 
Revenue Act of 1928.) 

_(f) A prayer, setting forth relief sought by the peti- 
tioner. 

(g) The signature of the petitioner or that of his counsel. 
The signature of counsel shall be in individual and not in 
firm name. The name and mailing address of the petitioner 
or of counsel shall be typed or printed immediately follow- 
ing the signature. 

A verification by the petitioner; provided that where the 
petitioner is sojourning outside the United States or is a 
nonresident alien, the petition may be verified by a duly 
appointed attorney in fact, who shall attach to the petition 
a copy of the power of attorney under which he acts and 
who shall state in his verification that he acts pursuant to 
such power, that such power has not been revoked, that 
petitioner is absent from the United States, and the 
grounds of his knowledge of the facts alleged in the peti- 
tion. As used herein the term “United States” includes 
only the States and the District of Columbia. 

In the case of estates, trusts, or other fiduciaries, the 
petition may be signed by counsel or by one or more of 
the fiduciaries and shall be verified by one or more of the 
fiduciaries. A majority of the fiduciaries shall either sign 
or verify the petition. 

The signature and the verification to the petition shall 
be considered the certificate of those performing these acts 
that there is good ground for the petition, that the proceed- 
ing has not been instituted merely for delay, and is not 
frivolous. ‘ 
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A copy of the notice of deficiency [or liability, as the case 
may be], with accompanying statements, if any, so far as 
material to the issues set out in the assignments of error 
shall be appended to the petition. 

(See Form No. 2.) 


The Probable Life of Goodwill as a Basis 


for Depreciation 
(Continued from page 249) 
expense against profits? In the writer’s opinion the 
business man still has this heritage of his former 
policy of ignoring even the depreciation of his ma- 
chinery, as did tax officials and the Courts until ac- 
countants forced the error to their attention. The 
best evidence that purchasers of goodwill expect it 
will last but a short time must come from financial 
history and economic law. The accounting writers 
previously cited perhaps have relied too heavily on 
mere analysis of the formulae used in computing 
goodwill value for proof that the excess earnings 
are anticipated for only a brief period. It can be 
shown, for example, that these excess earnings are 
capitalized at a high rate not necessarily because 
such earnings are expected for only a limited pe- 
riod, but because the prospective annual earnings 
are estimated to be less than the average of the 
annual earnings for the preceding years. For ex- 


ample, a value equal to the $350,000 for the good- | 


will in the above illustration could also.be computed 
on the theory that the high rates (used for capitaliz- 
ing the earnings attributable to the tangible assets 
as well as the excess earnings attributable to the 


goodwill) were but a means of adjusting the $100,000 | 


average net income for preceding years to an amount 
more likely to be received in the future. This is il- 
lustrated below: 

ILLUSTRATION II. 


1. Average net annual income for preceding 5 years. $100,000 
2. Less amount to bring it to estimated annual in- 

come to be received in the future............. 67,500 
a ME Seo Bho eran dae ites fa ie a 32,500 
4. Valuation of Item 3 on basis of 5% return..... 650,000 
5. Less value of net tangible assets.............. 300,000 
6. Value of goodwill (Item 4 less Item 5)........ 350,000 


Logic and experience show that goodwill general- 
ly is of limited life. The opinions of business men, 
accountants and economists on this point should be 
given serious consideration. It is true that such 
opinions cannot cover the goodwill in question in 
each particular case, except by analogy, and that 
they are forecasts of a future event, with all the lim- 
itations that govern human forecasts. Yet do not all 
opinions .of the probable life of even tangible as- 


sets, buildings and machinery, have these faults? § 


1. In one case, involving depreciation of improve- 
ments erected on land owned by a taxpayer for her 
lifetime, the Board took into account her prospective 
life based on mortality tables, although these cer- 
tainly could not show how long this particular tax- 
payer would live. (Appeal of Caroline T. Kissel, 5 
BS. T. A. 735.) 

From the practical standpoint, a taxpayer should be 
given the benefit of doubt as to the life of his good- 
will. Otherwise he may find, after excess earnings 
paid for as goodwill have been received by him for 
a limited period, that his goodwill has disappeared 
without his having been permitted any deduction 
for the loss. He is then in the position of having 
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paid taxes on all the earnings attributable to the 
goodwill without having received any allowance for 
its disappearance. It is small comfort to him to 
know that he will be permitted to deduct the cost 
of the goodwill on the eventual disposition of the 
business. It is unlikely that the income of the year 
of such disposition will be sufficient to permit him 
to take so large a deduction, with the result that 
he, in effect, will be disallowed a deduction for the 
greater part, if not all, of his goodwill cost. 
Perhaps the law might be changed to provide that 
goodwill may be depreciated at the taxpayer’s option 
in reasonable annual amounts. To protect the 
Treasury, a limitation on the deduction may be 
made, say that the goodwill shall in no case be 
assumed to have a life of less than twenty years; 
or as in the case of depletion of oil wells, the deduc- 
tion for depreciation of goodwill shall be based at a 
stated percentage of income, but only until the cost 
is exhausted. We may expect a change from the 
present position of the Government. If, in fairness 
to taxpayers, a deduction for depreciation of goodwill 
is economically justified, the Courts will make it 
legally justified as well, and if this cannot be done 


under the present law, Congress will, in time, amend 
the law. 


Using the Stepped-up Basis on Corporate 


Reorganizations 
(Continued from page 247) 
beneficial right in the property “immediately after 
the transfer,” there is a group of persons who imme- 
diately before the transfer possessed an ultimate 


more. That is to say the limitation applies if “im- 
mediately after the transfer” there is a person or 
group of persons who immediately before the trans- 
fer possessed an ultimate beneficial right of at least 
80 per cent or more and “immediately after the trans- 
fer” still possessed an ultimate beneficial right of at 
least 80 per cent or more—not in the property of the 
new*company as a whole but in the specific property 
divided into the same classes corresponding to the 


classes or groups of persons that held the property 
before the reorganizations. 


The following excerpt from G. C. M. 7472 is clear: 

The term “interest” is a very broad one, clearly much 
broader than the term “ownership,” and since it is used 
in a provision having reference only to property owned by 
a corporation and acquired in connection with a reorgani- 
zation (commonly, if not universally, in connection with a 
transfer by one corporation to another, and thus a change 
of ownership from one corporation to another), the conclu- 
sion is irresistible that the term in Section 204 (a) (7) is 
used to designate that ultimate or beneficial species of rights 
in the nature of ownership, which the individual shareholder 
has in property the direct ownership of and the beneficial and 
legal title to which is in a corporation of which the individual 
ts a shareholder. Any other construction would render the 
Statute totally meaningless, for if the statute contemplates 
ownership, either legal or equitable, it is obvious that the 
acquiring corporation has the whole legal and equitable 
ownership, and accordingly no interest or control of any 
percentage can be said to remain in anyone immediately 
after the transfer. 

The foregoing gives a very complete and compre- 
hensive definition of the term interest and at the 


same time defines to a large extent “the same per- 
sons.” 
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It must be assumed therefore that under Section 
113 (a) (7), which is similar to Section 204 (a) (7), 
the term “interest” applies to individual stockhold- 
ers, having the ultimate beneficial interest in the 
property. 

These stockholders must necessarily then be di- 
vided into groups according to the corporations in 
which they held stock prior to reorganization. The 
remainder of the memorandum clearly shows this. 

In G. C. M. 7472, above mentioned, there was an 
interlocking directorate and one company held 60 
per cent of the shares of stock of the merging corpo- 
rations. The stockholders of this company were 
considered as holding the ultimate beneficial interest 
in these shares and were combined with the other 
stockholders of the transferor to form a group by 
virtue of this interest. Had the transferee held no 
such stock in the transferor, its stockholders could 
not have been considered as a part of the group 
unless they individually held stock of the transferor. 
The facts in this memorandum are therefore essen- 
tially different from those herein considered and 
though the principles remain the same the conclu- 
sions are necessarily different. 

The situation in the case assumed is this. There 
are two groups of stockholders, the one group being 
the stockholders of the A company, the second be- 
ing the stockholders of the B company. Each of 
these groups held 100 per cent of the beneficial in- 
terest and control in the assets of their respective 
companies. The properties of the new company are 
divided into the same classes. 

There is no stockholder having shares in two or 
more of the companies; each group is entirely sepa- 
rate and distinct and must be considered as a unit. 
The assets of each of these companies were trans- 
ferred to the X company and the stock of the X 
company was issued in exchange therefor. The stock- 
holders of the A Company received 79 per cent of 
the capital stock and hence retained a control of 
79 per cent. 

The stockholders of the B company received 21 
per cent of the same stock, such per cent represent- 
ing their control in the X company. Each of these 
groups obtained an interest or control which it did 
not have before, that is, the A company received 79 
per cent control in all of the assets of the A com- 
pany and of the B company. The B company group 
likewise received a beneficial interest and control in 
its own assets as well as in the assets of the A com- 
pany. Neither of these groups had any interest 
whatsoever in the assets of the other groups prior 
to the reorganization and therefore such interest 
could not “remain” within the meaning of the statute. 

In return for this acquisition, the A group gave 
up 21 per cent of its ultimate beneficial interest in 
that property which it turned over to the X com- 
pany and so with the B company. 


It cannot be said by the wildest stretch of imag- 
ination that any one of these groups are identified 
with the other. Their “interests” are different and 
their property holdings are different before and after 
the transfer. The entire quantity of their ultimate 
beneficial right within the meaning of the term “in- 
terest” used in the section is changed by the reor- 
ganization. 





























































































































276 THE TAX MAGAZINE 


To state this in another form, the A company 
stockholders are selling, or exchanging 21 per cent 
of their ultimate beneficial interest in their own 
property for 79 per cent interest in the property of 
the A company and the B company. Likewise this 
applies to the property of the B company. In other 
words, they are utterly relinquishing their 80 per 
cent and more, interest in their own particular prop- 
erty and therefore an 80 per cent interest does not 
“vemaim”’ in the same person or persons within the 
meaning of the statute. 

The distinction is clear between the facts of the 
case herein considered and the facts presented in 
G. C. M. 7472. In that case there was the presence 
of an interlocking directorate, and the application 
of the rules as stated in the memorandum to the 
particular facts therein set forth lead to the con- 
clusion that 80 per cent or more did remain in the 
same persons. However, inasmuch as the facts in 
the case assumed did not have the situation of the 
interlocking directorate, the application of the same 
rules set forth in that ruling must result in the hold- 
ing that 80 per cent did not remain in the same 
persons or any of them immediately after the 
transfer. 


manency of use. 


may return it. 


SPECIAL MAGAZINE BINDER 


HE full value of The Tax Magazine lies in its per- 
The information it contains is of 
future value for reference purposes, and the binder pro- 
vides a convenient means of keeping this source of in- 
dispensable tax information accessible. 


The binder is neat in appearance and durably con- 
structed, with a specially patented nickel-plated device for 
compactly holding twelve copies of the magazine. 


The binders are offered at a special cost price of 
$2.00 each. Send your approval order immediately, before 
any of your 1931 issues of The Tax Magazine are lost or 
mutilated. If you are not satisified with the binder, you 
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Consideration of Section 113 (a) (8) may be dis- 
posed of quite simply by reference to Section 112 
(b) (5) upon which it is based as follows: 

Transfer to Corporation Controlled by Transferor. No 
gain or loss shall be recognized if property is transferred 
to a corporation by one or mote persons solely in exchange 
for stock or securities in such corporations and immedi- 
ately after the exchange such person or persons are in 
control of the corporation; but in the case of an exchange 
by two or more persons, this paragraph shall apply only 
if the amount of the stock and securities received by each 
is substantially in proportion to his interest in the prop- 
erty prior to the exchange. 

The word “control” as used in this section is spe- 
cifically defined in Section 112 (j) as follows: 

Definition of Control—As used in this section, the term 
“control” means the ownership of at least 80 per centum 
of the voting stock and at least 80 per centum of the total 
number of shares of all other classes of stock of the corpo- 
ration. 

Section 113 (a) (8) therefore could not possibly 
apply because after the reorganization, the old in- 
terests collectively did not retain 80 per cent of the 
stock. 

Since 113 (a) (7) and 113 (a) (8) do not apply, 
the case comes within the general rule set forth 
in Section 113 which provides that the basis for 
the depreciation of the property shall be the cost 
of such property. 































